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ABSTRACT/RESUME 

Getting the most out of public sector decentralisation in Spain 

In about two decades, Spain was transformed from one of the most centralised countries to one of the 
most decentralised. Spending functions were devolved rapidly. The regions have exercised their 
discretionary powers quite extensively and innovative policies have been implemented. But devolution was 
also accompanied by a hike in public employment and pressures on public spending, reflecting duplication 
in resources and poor co-ordination across and between government levels. The recent devolution of taxing 
powers could raise the accountability of the regions and, thus, cost-consciousness, although their effective 
use has been limited. Securing fiscal discipline would require better information on sub-national 
governments’ policies and outcomes so as to allow citizens to press for improved performance. The 
financing system of the regions also needs to be reformed to ensure sustainability in the face of changing 
demographics, while the fiscal rules need to be upgraded to avoid recourse to off-budget operations. 

This Working Paper relates to the 2005 OECD Economic Survey of Spain 

(www.oecd.org/eco/survevs/spain) . 

JEL classification: HI, H2, H4, H5, H7 

Keywords: Fiscal federalism, sub-national government, intergovernmental grants, fiscal discipline, fiscal rules, 
Spain. 

Optimiser I’impact de la decentralisation en Espagne 

En I’espace de deux decennies, TEspagne, qui etait Pun des pays les plus centralises, est devenue Pun 
des plus decentralises. Les competences en matiere de depenses ont ete transferees rapidement. Les regions 
ont souvent ete innovantes, adaptant leur offre de services publiques aux preferences locales. Toutefois, ces 
transferts se sont aussi accompagnes d’une hausse de Pemploi public et de pressions sur les depenses 
publiques, ce qui reflete une duplication des ressources et un manque de coordination a chaque niveau 
d’ administration et entre les differents niveaux. Le recent transfert de pouvoirs fiscaux aux regions pourrait 
renforcer leur responsabilite, et done leur souci de maitriser les couts, bien qu’elles n’aient que peu utilise 
ces pouvoirs. Assurer la discipline budgetaire necessiterait une information plus complete sur les politiques 
et les resultats des administrations territoriales afin que les citoyens puissent reclamer une amelioration des 
performances. II faut aussi reformer le systeme de financement des regions pour en assurer la viabilite face 
aux changements demographiques, tandis que les regies budgetaires devraient etre ajustees de fa^on a 
eviter le recours aux operations extrabudgetaires. 

Ce Document de travail se rapporte a I'Etude economique de I'OCDE de TEspagne, 2005 
(www.oecd.org/eco/etudes/espagne) . 

Classification JEL ; HI, H2, H4, H5, H7 

Mots cles : Federalisme financer, collectivites territoriales, transferts intergouvernementaux, discipline budgetaire, 
regies budgetaires, Espagne. 

Copyright OECD, 2005 

Application for permission to reproduce or translate all, or part of, this material should be made to: 
Head of Publications Service, OECD, 2 rue Andre Pascal, 75775 Paris Cedex 16, Erance. 
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GETTING THE MOST OUT OE PUBLIC SECTOR DECENTRALISATION IN SPAIN 



by Isabelle Joumard and Claude Giorno' 



Executive summary 

1. Following the rapid decentralisation to the regions since the early 1980s, the sub-national 
authorities now have more staff to manage than does central government and have responsibility for 
spending on education, the social services and health. Decentralisation has not compromised fiscal stability 
so far, and has enabled regional governments to provide better-tailored services. Nevertheless, it has also 
resulted in a rapid increase in government employment, and has undermined cost-effectiveness in a number 
of domains, creating pressures on public spending. Rapid decentralisation has, for instance, been 
accompanied by a fragmentation and a loss of information. Sub-national government accounts are 
available only with a significant lag and the use of off-budget operations through public enterprises 
controlled by the regions or municipalities has expanded. In addition, although anecdotal evidence suggests 
that regional governments have implemented innovative policy options in some areas, in particular health 
care, there is a lack of consistent and reliable information on such policies and outcomes. Thus, the 
diffusion of best practice is limited, the lack of co-ordination between and across levels of government 
results in an inefficient use of public facilities, while citizens cannot easily benchmark their own 
governments against others and press for a more efficient public sector. Developing proper information 
systems on sub-national governments’ policies and outcomes would support fiscal discipline. 

2. The new financing arrangement for the regions is commendable in many respects. Most 
importantly, it has brought the regions’ revenue -raising powers more in line with their spending 
responsibilities and intergovernmental transfers have been redesigned so as to mitigate moral hazard 
problems. It should thus contribute to secure fiscal discipline at the regional level. Although the new 
financing arrangement is rather recent, the government is currently assessing its implementation, and a 
discussion on some of its main features is underway within the Council for Fiscal and Financial Policy, 
where both the central government and the regions are represented. To deliver its full benefits, the new 
financing model should make fully operational its mechanisms to make it sustainable in the face of 
demographic developments, in particular immigration and the prospect of population ageing. A careful 
examination of the best approach to finance the likely increase in regional spending over the long term 
because of population ageing should be carried out, with the objectives of: avoiding large distortion 
associated with labour taxes; underpinning regional governments’ incentives to act in a cost-conscious 
way; and ensuring that regional governments’ revenue raising powers are used and adequate to deliver a 
sufficient standard of public services to all citizens. In addition, the redistributive bias in allocating central 
government investment across the regions should be reconsidered, as distributive goals can be achieved by 
better instruments. At the municipal level, the existence of many very small municipalities argues in favour 
of a cautious approach to the transfer of new spending responsibilities. Their financing should however be 
improved by reconsidering the local business tax, which is paid only by relatively large companies and 
could hinder the growth of enterprises or create a risk of tax avoidance, while increasing local 
governments’ reliance on the real estate tax. This would require upgrading the land and property register. 
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3. To maintain fiscal discipline in the decentralised framework, a Fiscal Stability Law was 

implemented in 2003 with the objective of keeping the accounts of all levels of government, taken 
individually, permanently in balance. While it has the advantage of being simple and easy to convey, this 
rule is nevertheless formulated in too rigid a manner and could result in fiscal policy playing a pro-cyclical 
role. The government is envisaging amending the fiscal rule so as to better account for cyclical conditions. 
The central government and the regions taken collectively will be allowed to post deficits during cyclical 
troughs but will be required to produce surpluses when activity is buoyant. In the case of the local 
authorities, on the other hand, changing the present system does not appear necessary because their budgets 
are not very sensitive to the economic situation whereas maintaining structural surpluses would be 
preferable in the case of the social security system. The specific sharing of overall fiscal targets between 
the different regions needs to be based on a consensual approach of collective surveillance so as to avoid 
having to resort to sanction mechanisms which appear difficult to implement. It would nevertheless be 
worthwhile continuing to require the regions to present a medium-term fiscal adjustment plan in the event 
that they significantly miss their targets. It is vital to ensure that the new norm does not de facto weaken 
fiscal discipline and that it is applied equitably to all the regions, whatever their size. 



Forces shaping fiscal relations across levels of government 
Responding to regional demands for more autonomy 

4. Demands for greater regional autonomy, which have led to a rapid decentralisation over the 

recent years (Figure 1), have been spurred by a long history of asymmetric federalism. The so-called Foral 
system, which dates back to the 18* century, gives Pais Vasco and Navarra significant autonomy. They 
have wide-ranging discretionary powers to set tax bases and rates (value added tax [VAT] being the 
notable exception), collect most of them and remit a payment to the central government for the services it 
provides. And in Pais Vasco, the regional government is now pressing for even greater autonomy.^ The 
other 15 regions, known as “common regime regions”, have less autonomy, in particular in setting and 
collecting taxes. Spending responsibilities across common regime regions also varied significantly from 
the late 1970s to 2002, when the devolution of the health and education systems was completed. The Foral 
regions contribute less to fiscal equalisation schemes than the common regime regions. This asymmetric 
federalism has nurtured demands for more autonomy in regions with a strong regional identity (in 
particular Cataluna) and has challenged intergovernmental transfer schemes. At the same time, the role of 
the regional representatives has grown significantly over the past decade, although not directly through the 
upper chamber (the senate). Since 1993, political parties elected to govern have had an absolute majority in 
Parliament for only four years and have had to win the support of regional nationalist parties, in particular 
from Cataluna, Pais Vasco and, to a lesser extent, from Canarias.^ 
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Figure 1. Sub-national government share in general government revenues and expenditure^ 

Per cent, 2002^ 



Revenues 




Expenditure 



1 . Revenues include direct and indirect taxes as well as non-tax revenues received by regional and local 
governments and are expressed as a share of revenues received by the general government. Expenditure 
corresponds to total expenditure by regional and local governments expressed as a share of general government 
expenditure. Transfers between governments are netted out. The country ranking in this figure does not 
necessarily correspond to the comparative fiscal autonomy of sub-national governments. 

2. Or latest year available: 2000 for Japan and Mexico, 2001 for Portugal. 

3. Mainland only. Data exclude revenues from oil production. 

Source.' OECD, National Accounts’, Statistics Norway; Statistics Canada; US Bureau of Economic Analysis. 



Addressing regional income disparities 

5. Reducing income disparities and promoting a balanced development throughout the country are 

important policy objectives. Income disparities across regions have declined, albeit slowly (de la Fuente 
et al, 2003a), and were narrower than in many other OECD countries in 2001 (Figure 2). Central 
government efforts to develop infrastructure in low-income regions and EU structural funds have played a 
role in fostering convergence. Total structural fund expenditure accounted for 3.8% of the aggregate output 
of the Objective 1 regions in Spain over the period 1994-99, for almost 50% of the total spending on 
infrastructure and 13.8% of other investment in physical capital (de la Fuente, 2003). EU enlargement will 
likely entail that some regions will no longer qualify for Objective 1 funding as of 2007 since their GDP 
per capita has moved above the EU-wide 75% income threshold. At the same time, existing fiscal rules 
imposed on sub-national governments, by limiting recourse to indebtedness, may impinge on sub-national 
investment. This situation will likely require exploiting opportunities to raise public spending efficiency at 
the sub-national level, so as to provide some room to finance investment needs from existing resources.'^ 
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Figure 2. Regional dispersion in GDP per capita in OECD countries 

Gini index, 2001 ' 
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1 . Gini coefficient with GDP per capita in NUTS3 territorial units weighted by population. 2000 data for Mexico, 
Norway and Turkey. 

Source: OECD (2004), OECD Regions at a Glance, forthcoming. 



Coping with demographic developments 

6. Migration and ageing will have significant fiscal consequences on sub-national governments and 
create funding tensions. Immigration has increased dramatically since the late 1990s. The number of 
foreigners on municipal registers (padron) reached 3.1 million in 2004, more than four times the 1999 
level. Some regions have attracted most of this inflow - in 2003 the proportion of foreigners reached 9% or 
more of the population in Baleares, Canarias, Comunidad Valenciana, Madrid and Murcia, compared with 
6.2% for Spain as a whole.^ Internal migration flows, although very low by international comparison, are 
adding some momentum, with some regions experiencing a constant decline in population. These 
demographic developments have had a significant impact on the demand for public services funded by the 
regions (in particular health care and education, to which foreigners are given free access as soon as they 
are registered in a municipality). Ageing populations will also create significant spending pressures. Health 
and long-term care services are funded by the regions and spending is projected to increase steadily as the 
population ages. Raising the female participation rate - one of the objectives of the central government - 
will require developing elderly and child care services, two areas in which Spain is clearly lagging behind 
most other EU countries. All these considerations call for a reassessment of the existing funding principles 
for the regions, in particular to ensure that sub-national governments’ revenues adjust adequately to 
demographic developments, and to avoid too distortive adjustments in sub-national taxes. 

Securing sound public finances 

7. In a highly decentralised setting, strengthening fiscal co-ordination across levels of government is 
of paramount importance to ensure that the overall fiscal framework does not unduly restrain the growth 
potential of the economy. While the progress made with fiscal consolidation since the mid-1990s is 
impressive and the tax-to-GDP ratio relatively low, demands for increasing social spending are 
accumulating and the fiscal impact of population ageing is projected to be large. Balanced budget rules 
have been imposed on sub-national governments. But allowing a role for automatic stabilisers, avoiding 
recourse to fiscal gimmickry and ensuring that public investment does not bear most of the brunt during 
downturns remain important concerns. In addition, by targeting fiscal balances, existing fiscal rules do not 
directly restrain public spending, leading to the risk of a rise in sub-national taxes with potential adverse 
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effects for the economy as a whole. Creating the appropriate incentives for suh-national governments to 
improve the cost-effectiveness of spending should he a priority. The strengthening of peer and competitive 
pressures across suh-national governments, as well as the design of intergovernmental grants are, in this 
regard, important instruments. 

Spending assignment issues 

8. The devolution of spending responsibilities to the regions has been rapid and far-ranging since 

the early 1980s (Box 1). It comprised the two largest public spending items after pensions, namely 
education and health care. In addition, social assistance - which the 1978 Constitution already placed 
under regional control - has gained in importance. Overall, the share of the regions in total public spending 
rose from 14% in 1985 to 31% in 2002, a high share compared with most other federal OECD countries 
(Figure 3, panel A). Devolution has had positive features but some thorny issues have also arisen. To 
illustrate them, this section covers two sectors in more detail: health care - which amounts to 35% of 
regional government spending - and active labour market policies (ALMPs) - which have an important 
role to play in a country with a still high unemployment rate. 



Box 1 . Spending assignment across levels of government 

All regions now have broadly the same responsibilities as regards the delivery of publio goods and services, 
after two decades of asymmetric federalism - some regions took over responsibilities much earlier than others, e.g. for 
health care, ALMPs or education. The Constitution enumerates the powers that may be adopted by the regions 
(Article 148) and those which are an exclusive competence of the central government (Article 149): 

• Article 148 lists the 22 functions over which regions may assume regulatory and executive responsibilities. 
These include: urban regulation, housing, regional infrastructure (railways and highways which are confined 
to the territory of the region, recreational ports, airports and water infrastructure in its territory), health care 
and social assistance. The devolution of health care responsibilities began in 1981. By 1995, seven regions, 
out of 1 7, had taken over this responsibility. The devolution of health care to all regions was completed in 
2002. In addition, each region may take over the responsibility for delivering specific services as long as it 
does not conflict with central government’s prerogatives. 

• Article 149 of the Constitution concerns the central government’s exclusive responsibilities to legislate and 
execute.^ It also recognizes that some of them may be implemented in tandem with the regions. These 
include: labour market policies, civil service status and compensation conditions, social security, education, 
environment and public security. Article 150 of the Constitution further acknowledges that some of the 
central government’s responsibilities may be transferred or delegated to the regions. In particular, 
responsibilities for managing training programmes for both the unemployed and the working population have 
gradually been transferred to the regions, starting in 1992, although the central government still issues the 
National Vocational Training and Insertion Plan and sets criteria for those workers who will undergo training. 
Similarly, the overall organisation of the education system, the regulation of academic and professional titles 
and school inspection is under the central government. Some operational responsibilities (e.g. decision on 
the number of teachers, some recruitment criteria and specific compensation elements) were transferred to 
seven regions in the 1980s and for the other regions the transfer was completed in 1997. Part of the 
curriculum content is also under the responsibility of the regions. 

Local government responsibilities are not enumerated in the Constitution; they are defined in the Local 
Government Act of 1985. They vary with the size of municipalities. All municipalities are responsible for: public lights, 
cemeteries, water supply, sewerage, waste management, paved roads, urban planning and building control, food and 
beverage control. Municipalities with a population over 5 000 must provide public parks, a library, a market place and 
solid waste treatment. Municipalities with a population over 20 000 have to provide social services, fire fighting, sport 
facilities and slaughterhouses. Municipalities with a population over 50 000 must provide urban public transportation 
and environmental protection services. Services which are not provided by smaller municipalities can be made 
available to citizens through specific co-operative arrangements managed at the regional level. 

1 . These include: justice, defence, foreign affairs, constitutionai rights, nationai infrastructure (transport and water infrastructure that 
runs through more than one region; ports and airports of generai interest), academic degrees and heaith service standards. The 
Constitution aiso puts basic reguiation and co-ordination of heaith care, as weil as iegisiation on pharmaceutical products, fully 
under central government’s responsibility. 
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Figure 3. Spending and empioyment by ievei of government 



% of total % of total 





9. The functions of the municipalities have changed little over the past 25 years. However, a dehate 

on decentralisation to the municipal level {Pacto local) is under way, even though there is not yet an 
agreement on the functions which could he best performed at this level. With rather small municipalities, 
the existence of economies of scale should he an important factor in shaping reform. 
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An upward drift in public spending 

10. The rapid decentralisation has created pressures on public spending, with some duplication of 
tasks and a loss of cost-effectiveness in a number of domains. Experience to date, similar to that in other 
OECD countries (in particular Italy), has shown that territorial transfer of personnel is difficult. General 
government employment has risen by almost 70% since 1987, much faster than in virtually all other OECD 
countries, with employment creation at the regional level, and to a lesser extent at the municipal level, far 
outpacing the decline at the central level (Figure 3, panel B).® Although the rise in the coverage of key 
services (e.g. the increase in school enrolment) has played a role, there are also indications that regional 
employment needs have not been entirely covered by transfers of employees from the central government 
(Marques Sevillano and Rosello Villalonga, 2002). 

1 1 . The central government imposes a limit on the increase in the number of permanent employees at 
the sub-national level and sets basic salaries for civil servants as well as their annual adjustment, be they 
employed by the central or sub-national governments.^ Sub-national governments, however, do have some 
flexibility to set performance -based elements for permanent employees and have increasingly relied on 
temporary job contracts which offer more flexibility in terms of both employment and compensation 
levels. Between 1997 and 2004, 56% of total public employment contracts were temporary job contracts. 
In mid-2004, 23% and 30% of regional and local government employees, respectively, had a temporary 
work contract, compared with 13% at the central level (CES, 2004). The proportion of temporary contracts 
varies also quite widely across regions {i.e. from less than 13% in La Rioja to 33% in Extremadura) and is 
higher in smaller municipalities (less than 20 000 inhabitants) than larger ones. Significant variations in 
compensation levels have also arisen. A recent study for the health care sector revealed that, for a similar 
position, compensation can vary by up to 43% across regions, creating labour shortages and wage 
pressures in the less “generous” regions.* 

The regions have wide discretionary powers,... 

12. Sub-national governments have significant discretionary powers in a number of domains 
allowing them to implement innovative policy options. The health care sector provides many examples of 
regional pilot programmes. Regional governments’ efforts to contain pharmaceutical costs - e.g. by 
regulating doctors’ prescription practices and/or reimbursement conditions - and to reduce public hospital 
waiting lists have been numerous and some have proved to be successful.® Other initiatives have tended to 
increase health care spending, such as the decision by Andalucia and Navarra to reimburse drugs included 
on the negative list established by the central government. Regional governments have also taken the lead 
in designing and implementing anti-poverty programmes (de Ayala Canon etal, 2001). In particular, 
regional governments have complete autonomy to set the level and eligibility criteria for the minimum 
income assistance schemes, which do differ significantly across regions. In the education sector, the 
Ministry of Education establishes the minimum curriculum content but still leaves 35% to 45% of the 
curriculum under the responsibility of sub-national governments (depending on regional language 
requirements). In sharp contrast, conditions for managing active labour market policies seem rather strict. 
Obtaining funding (the share of social security contributions earmarked for training is 0.7% of the wage 
bill) requires regional governments to pay providers at a price set by a 1993 royal decree. Some regional 
governments consider these amounts too low to find suitable providers, in particular since they are not 
allowed to top up this amount. 

. . . but co-ordination failures can be costly 

13. The rise in sub-national government spending reflects not only citizens’ preferences and 
structural trends (in particular for health care) but also a lack of co-ordination across and between 
government levels. 
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Too little sharing of experience and lack of benchmarking 

14. The lack of consistent and reliable information on sub-national government policies and 
outcomes has weakened the benefits of decentralisation. While regional governments have carried out 
many policy experiments, obtaining information on them and their outcomes is arduous. Although there 
are some ad hoc, bilateral, discussions across regions and between the regions and respective ministries, 
most observers recognise that the sharing of good and bad experiences at the sub-national level is too 
limited and informal. 

15. Citizens do not have access to a consistent set of information to assess the policies of their 
government, benchmark them against others and thus press for a more efficient public sector. Examples 
include: the absence of a standardised measure for hospital care waiting lists or student learning 
achievements and the parsimonious information on eligibility conditions and user charges applied by the 
regions for elderly care.’® This contrasts with the practice in several other decentralised countries. The 
Norwegian experience in this domain stands out: Statistics Norway, which is recognised for its 
independence and impartiality, collects information on the quantity and quality of services provided by 
each municipality (such as elderly care facilities and number of adults per dependent person), as well as 
prices, tax parameters and the fiscal position. All this information is available on the internet. The Danish 
government has recently announced that it will set up an evaluation unit to benchmark local government 
performance in various areas with the objective of lifting average performance by naming and shaming the 
weakest performers. 



Co-ordination failures: the case of decentralised ALMPs 

16. In a fragmented government system, lack of co-ordination can weaken the effectiveness of public 
policies. Since the mid-1980s, the responsibility for managing ALMPs has been gradually transferred to 
the regions, including training programmes as well as job matching functions, while the central 
government remains in charge of regulating and managing unemployment benefits.” The lack of 
co-ordination in the information system for job vacancies and demands has, however, reduced the 
efficiency of labour market policies. Because the system used by some regions is not compatible with that 
of the central government, it has been difficult to fill job offers in some regions, hampering labour mobility 
(CES, 2000). Although this problem was already identified in 2000, the implementation of an integrated 
job database (SISPE) was only completed at the end of 2004. 

17. The separation between active and passive policies may have weakened the regions’ incentives to 
implement more effective policies to reduce unemployment. Under the current set-up, the regions do not 
receive the fiscal windfall of a reduction in unemployment - the decline in unemployment benefits the 
central government. They may, however, receive less grant income from the central government since the 
criterion to allocate funds across regions is the number of unemployed. A carousel effect could also 
develop as suggested by the experience in Canada and Switzerland which are among the few countries 
where spending and financing arrangements for labour market policies are broadly similar to Spain. Partial 
evidence in these two countries suggests that in some cases, ALMPs are not designed to promote 
employability but rather to place recipients into short-term jobs which re-qualify them for unemployment 
benefits paid by the central government, lightening the fiscal burden of social assistance programmes paid 
by the Canadian provinces or Swiss cantons.’^ In Spain, there is no evidence of such a carousel effect but 
similar concerns have arisen for disability benefits (OECD, 2003a). The regions may have an incentive to 
shift case-loads from social assistance (which they pay for) onto non-contributory disability, which they 
administer, but do not pay for. 
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There is too little co-operation among sub-national governments 

18. Decentralisation has resulted in duplication as there is little incentive to engage in co-operative 
arrangements between regions. The health care sector provides an illustration. Disparities in resources 
across regions were significant when the devolution in health care was completed in 2002, with 
endowments in facilities and personnel well helow the national average for instance in Castilla-La Mancha 
while others, such as Aragon and Madrid, were in an enviable position (Table 1). The 2001 reform of 
funding arrangements (Box 2) recognised these disparities and set the regions’ entitlements to central 
government grants in an asymmetric way. It increased financial resources for those regions with low health 
costs and less developed facilities significantly but maintained higher transfers for those with high costs. It 
also required regional governments to spend on health care a minimum amount, based on the financing 
needs set for the 1999 base year (which are updated according to the criteria listed in Box 2). The whole 
resources of the financing system are conditional on the regions’ spending the minimum amount. As a 
result, spending in regions with low costs has increased steadily. As an illustration, Castilla-La Mancha is 
building four new hospitals and raising the number of doctors significantly. 



Table 1. Health care spending and resources by region 

Health care responsibilities assumed by the regions before or during 2002 







Health care facilities, 2000 


Financial resources 


Health care 
spending, 

€ per capita, 
2004^ 


For 10 000 inhabitants 


X-ray rooms, 
for 1 million 
inhabitants 


Per capita, 
average^ = 1 00 


Cohesion 

fund, 

thousand €, 
2002 


Hospital 

beds 


Personnel 


Doctors 


Previous 

system 


Current 

system 


Before 2002 


















Andalucia 


32 


96 


16 


75 


98 


96 


0 


727 


Canarias 


52 


114 


18 


89 


96 


99 


0 


800 


Cataluha 


49 


99 


20 


61 


105 


103 


8 381 


657 


Comunidad 


















Valenciana 


31 


92 


18 


76 


100 


98 


2 117 


672 


Galicia 


40 


100 


18 


91 


101 


102 


0 


691 


Navarra 


45 


135 


21 


76 








846 


Pais Vasco 


42 


92 


19 


81 








767 


In 2002 


















Aragon 


48 


123 


22 


83 


109 


109 


0 


737 


Asturias 


42 


104 


18 


106 


112 


110 


3 


737 


Baleares 


45 


116 


26 


109 


86 


101 


0 


612 


Cantabria 


46 


110 


18 


77 


110 


121 


3 443 


820 


Castilla-La Mancha 


31 


84 


15 


68 


97 


102 


0 


743 


Castilla y Leon 


47 


100 


18 


84 


100 


104 


0 


716 


Extremadura 


41 


95 


15 


77 


102 


103 


0 


768 


Madrid 


43 


120 


22 


97 


95 


93 


31 176 


681 


Murcia 


36 


99 


18 


67 


97 


96 


0 


758 


La Rioja 


35 


87 


13 


104 


96 


123 


0 


881 


Spain 


41 


102 


19 


80 


100 


100 


45 120 


711 


Memorandum item: 


















Coefficient of variation 


0.16 


0.13 


0.16 


0.18 


0.07 


0.08 




0.10 



1 . Excluding Pais Vasco, Navarra, Ceuta y Melilla. 

2. Adjusted for the population age structure, budget data. 

Source: Ministerio de Economia y Hacienda; Ministerio de Sanidad y Consume; INE; R.M. Urbanos (2004), "El impacto de la 
financiacion de la asistencia sanitaria en las desigualdades”, in Gaceta Sanitaria, SEPAS, Vol. 1 8, Supplement 1 . 
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Box 2. Transfer of responsibilities for heaith care management and its financing 

Responsibility for health care management was transferred gradually to 7 out of the 17 regions over the period 
1981-94. At the time of devolution, a financial agreement had to be reached between the central government, subject 
to specific contextual and political pressures (European Observatory on Health Care Systems, 2000). This resulted in 
somewhat heterogeneous criteria for defining the accompanying earmarked transfers, including notably historical costs 
and the population covered (Ministerio de Sanidad y Consume, 2003). In 2002, a new financing arrangement was 
agreed between the central government and the five common regime regions with health care responsibilities before 
2002 (Pafs Vasco and Navarra are financed under a different arrangement, see below), comprising a General and a 
Cohesion Fund to cover the costs of health care services for residents and non-residents. 

The General Fund was set by applying two principles: 

• It first recognised the amount of health care spending in the five common regime regions in 1999 (the last 
year for which data were available at the time of the agreement) and allocated this amount across them 
according to three criteria: population (75%), population above 65 (24.5%) and island status (0.5%). 
Regions with historical spending below the national average thus received additional funds compared with 
their previous spending level. 

• A “minimum guarantee” was then applied to ensure that no region would lose from the introduction of the 
new financing arrangement. This basically entailed that regions with high spending received higher per 
capita transfers compared with the national average. 

The remaining ten common regime regions took responsibility of the health care sector in 2002 and bilateral 
negotiations between each of them and the central government were carried out at that time to set their health care 
financing needs, mostly on the basis of actual costs. 

The agreement also foresaw that for all common regime regions: i) It creates a guarantee for a minimum growth 
in the financial resources for health care for the period 2002 to 2004; if financial resources in every year increase less 
than GDP, the central government will transfer the difference. However, changes in total population or in its 
demographic characteristics (in particular the share of elderly people) are not taken into account.^ ii) Spending on 
health care should be at least equal to the financial resources recognised by the new financing arrangement for the 
five common regime regions which had taken over health care responsibility before 2002 and to the amount 
recognised through bilateral negotiations for the ten others (adjusted over time by the increase in central government 
tax revenue, the so-called ITE nacional). Any increase in spending above this level is to be financed by the regions 
from their own revenues, either by reallocating resources or by raising taxes (including by introducing the tax on retail 
sales on oil products), whose proceeds are earmarked for health care or environmental policy. 

A so-called Cohesion Fund was created to cover (part of) the costs of hospital care for non-residents. The 
compensation received by providing regions is paid fully by the central government but at a level set below the unit 
cost for services - on the ground that providing regions, being often those with highly specialised care facilities and 
thus high health care costs, are already entitled to higher transfers since past actual costs have been accounted for 
when setting their level. 

1 . Negotiations between the central government and a region could be opened if a region’s total population grows by more than 

3 percentage points faster than the national average in any given year. Cumulative deviations are, however, not accounted for. 



19. While an attractive option to avoid the duplication of specialised services in a context of a high 
variation in installed capacity across regions, co-operative arrangements in the health care sector have 
hardly been promoted. Co-operative arrangements could he designed so that, instead of building new 
facilities, regions with low capacity buy specialised services from a better equipped region. This form of 
co-operative arrangement has been implemented for hospital services in Italy and in Switzerland and it also 
applies to other services, in particular tertiary education in Switzerland (Joumard and Giorno, 2002). It has 
two attractive features: it allows the exploitation of scale economies and introduces some competition if 
one region can buy services from different suppliers (other regions or private providers). Another argument 
for co-operative arrangements is the “critical mass effect”. For highly specialised health care facilities, 
safety conditions may deteriorate substantially below a certain threshold of use. Similarly for tertiary 
education, too low a number of students may reduce network effects, and thus educational outcomes. 
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20. The Cohesion Fund was created to compensate regions for providing health care services to non- 
residents (either foreign tourists or residents from other Spanish regions). However, it does not create 
strong incentives for providers to participate in such arrangements since the financial compensation 
received for non-residents does not cover all costs. On the other hand, regional governments may have an 
incentive to push their own citizens onto other regions’ health care services since they do not pay for the 
associated costs, creating a risk of under-provision of health care services at the national level in the longer 
run. The reluctance of patients to he treated far away and the closer proximity between voters/patients and 
policy makers may, however, mitigate this effect. 

The case for transferring responsibilities to the municipalities is mixed 

21. Spanish municipalities have rather limited responsibilities. Local governments’ share in total 
public spending is smaller than in several unitary OECD countries, largely reflecting their very low 
involvement in the education and health care sector. Their spending share is, however, very similar to that 
of federal OECD countries. The devolution of responsibilities to municipalities {Facto local) is now on the 
political agenda, in particular because of the willingness to rebalance political forces between the central 
government and the regions. Economic functions under consideration for decentralisation include limited 
responsibilities concerning education, housing and employment policies which may have effects which 
extend beyond municipal boundaries (spillover effects). As discussed above, to be effective employment 
policies need to be co-ordinated throughout the country; there is a risk that existing problems at the 
regional level could be exacerbated if core responsibilities were transferred to the local level. It is also 
telling that in Switzerland, a highly decentralised country, municipal labour offices have recently been 
replaced by regional placement offices. As far as housing is concerned, decentralisation could result in the 
under-provision of social housing because municipalities could be reluctant to attract low-income 
households since they often entail higher costs {e.g. for social welfare programmes). Concerns are less 
acute for primary education since the central government still controls part of the curricula, thus avoiding 
large differences across municipalities which could create a barrier to geographic mobility. But the lack of 
professional expertise to manage schools in very small municipalities still remains an important cause of 
concern. 

22. One serious constraint to the transfer of responsibilities is the high degree of fragmentation. 
Several empirical studies suggest that there are significant risks of losing the benefits of scale economies 
below 5 000 inhabitants.’^ Among them, Sole-Olle and Bosch (2003) estimated that spending needs per 
head in a municipality with 1 000 inhabitants is 23% higher than in a municipality with 5 000 inhabitants. 
Yet, Spanish municipalities are very small in international comparison with, on average, 5 269 inhabitants 
in 2003 and with 85% of municipalities having less than 5 000 inhabitants (Table 2). While many 
countries have encouraged the merging of municipalities to exploit scale economies, no mergers have 
taken place in Spain since the early 1980s.’"’ Some municipalities have even split, raising the number 
by 86. Meanwhile, 74% of the municipalities have entered into co-operative agreements (mancomunidades 
and consorcios) to jointly provide some services, most frequently waste treatment, water provision and 
elderly care. Although joint provision may allow scale economies to be exploited, it is not without 
drawbacks. In France where this approach is common, concerns have been raised that reliance on such 
subsidiary bodies may lead to a failure of democratic control leaving citizens with little influence over 
local services because these intergovernmental bodies - with different legal background and territorial 
coverage - are not elected by the population and are often not very transparent (le Saout, 1998). 
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Table 2. The size of municipalities in Spain and several EU countries 



A. Distribution of municipalities by size 
in Spain (2003) 


B. Average size of a municipality: 
international comparison (2001)' 


Number of 
inhabitants^ 


Number of 
municipalities 


% of total 


% of total 
population 


Country 


Number of 
inhabitants 


0-999 


4 921 


60.7 


3.6 


Spain^ 


5 269 


1 000-4 999 


1 983 


24.5 


10.5 


Belgium 


17 400 


5 000-9 999 


531 


6.5 


8.5 


France 


1 600 


1 0 000-49 999 


543 


6.7 


25.3 


Germany 


5 900 


50 000-99 999 


73 


0.9 


11.5 


Italy 


7 100 


too 000-499 999 


51 


0.6 


23.3 


United Kingdom 


135 700 


>500 000 


6 


0.1 


17.2 


Sweden 


30 800 



1 . 2003 for Spain. 

2. Population data are based on municipality registration numbers. 
Source: INE and Dexia Credit Local. 



Financing arrangements for regional governments 

23. Spain recently introduced a new financing arrangement for the common regime regions which is 
based on several commendable principles (Box 3). First, although Pais Vasco and Navarra are still 
governed by a specific system for historical reasons (see below), the new financing arrangement now 
covers all the 15 common regime regions. The 1997-2001 arrangement had not covered three regions 
which thus remained under an earlier arrangement. Second, contrasting with previous quinquennial 
arrangements, the new arrangement is conceived to be permanent. This should reduce uncertainty as well 
as political and financial negotiation costs. Third, the regions’ reliance on locally-raised taxes was 
increased significantly, reducing the gap between their spending responsibilities and revenue -raising 
powers. Fourth, equalisation principles underlying the new arrangement are sound and widely accepted. 
The regions’ contribution to the common pool is progressive since the central government retains a share 
of income and consumption taxes, while financial resources made available to them reflect population 
needs as measured by objective criteria (i.e. demographic and topographic variables). Fifth, central 
government transfers have been made independent of the regions’ actual economic performance, thus 
reducing moral hazard problems and the risk of poverty traps. As the implementation of the system has 
deviated from initially defined principles, several serious issues have emerged, however, which tend to 
undermine the acceptance of the current arrangement. This section will highlight the most important ones. 

The regions are now less dependent on grants and have more revenue-raising powers 

24. The new financing arrangement provides for a significant increase in the financial autonomy of 
the regions by substituting central government grants for tax resources. In the mid-1990s, regions’ own 
taxes accounted for less than one -quarter of their financial resources and the discretion to set either the tax 
base or rate was virtually non-existent.'^ The 1997-2001 arrangement provided the regions with a 15% 
share of the personal income tax revenues collected within their boundaries with limited rights to set rates 
and tax credits. The 2002 arrangement vastly widened both the range of tax bases and the regions’ 
discretionary powers (Table 3). In 2003, own taxes accounted for 53% of the regions’ total revenues and 
regional governments had the power to set rates or bases for over half of these taxes. In this new set-up, 
regional governments are now expected to be in a better position to respond to local citizens’ preferences 
in terms of the quality of public services and tax levels. Higher revenue-raising powers at the regional level 
should also reduce the need for central government assistance were some regions to face financial 
difficulties (implicit bailouts), thus limiting moral hazard problems. On the other hand, a higher reliance on 
locally-raised taxes has increased the regions’ sensitivity to cyclical shocks. The diversification of regional 
tax bases, with consumption taxes now accounting for almost two-thirds of their tax revenues (Figure 4), 
however mitigate the risk of excessive volatility on the revenue side. 
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Box 3. Main features of the 2002 financing arrangement for common regime regions 

A new financial arrangement for 15 (out of a total of 17) regions was agreed upon in 2001 and implemented in 
2002. It embodies a set of criteria that set the financial resources for the regions and their distribution across them, as 
well as rules on how these resources, and in particular intergovernmental transfers, will be adjusted over time. 

Computing the amount of resources to be made available for regional governments for the base year 

• Regional spending needs in 1999 were set as the sum of revenues (tax proceeds and central government 
grants) regional governments received collectively in that year (set as the base year) as a result of the 
financing systems in force until 2001. These included the one corresponding to common responsibilities, the 
one corresponding to the health care system and the other to social services. Nevertheless, for those 
regional governments which took over health care responsibilities in 2002 the financing needs were set in 
bilateral negotiations with the central government (mainly on the basis of historical costs). 

• The overall spending needs in the 1999 base year amounted to € 54.9 billion (9.7% of GDP). The spending 
needs deriving from the exercise of the common responsibilities amounted to € 30.7 billion, including a 
general fund to be allocated across regional governments, a fixed amount (€ 0.04 billion) given to each 
region, and a fund for sparsely populated regions (€ 0.05 billion) and a fund for poor regions (€ 0.2 billion). 
The general fund was split according to population (94%), area (4.2%), population density (1 .2%) and island 
status (0.6%). Health care spending needs amounted to € 23.4 billion. The criteria used fer allecating the 
heath care fund were population (75%), population above age 65 (24.5%) and island status (0.5%). Social 
service spending needs amounted te € 0.81 billion, and their allocation was based on population above 
age 65. Several adjustments were made afterwards. In particular, ne region would lose from the new 
financing arrangement (garantia de minima). 

• For 2002, the financial resources provided by the arrangement amounted to € 67.4 billion, i.e. 9.7% of GDP. 
In fact, regions received more reseurces, because actual revenue from the taxes they collect was higher 
than national tax revenue embodied in the arrangement. 

• For each region, transfers frem, or contributions to the central government were calculated as the difference 
between “adjusted” spending needs and its revenue-raising capacity. Two regions (Madrid and Baleares) 
have revenue-raising capacities exceeding their financing needs and, thus, contribute te the main fiscal 
equalisation scheme (the Fonda de Suficiencia). All others are net recipients. In 2002, net transfers from the 
central government via the Fonda de Suficiencia amounted to € 22.6 billion (3.3% of GDP). This system 
entails significant differences in the composition of revenues across net recipient regions. As an illustration, 
central government transfers through the Fonda de Suficiencia acceunted for 63% of Extremadura’s 
financial resources provided by the new arrangement in 2002, compared with 17% in Cataluha. 

Adjusting regional government resources over time 

Equalisation grants to the regions will be adjusted in line with central gevernment’s tax revenues, irrespective of 
each individual region’s actual economic performance. To reduce the risk of too strong differences in revenues acress 
regions from emerging, the system specifies maximum and minimum growth rates for overall regional government 
resources. 

Central government equalisation transfers te net recipient regions will be adjusted every year in line with the rise 
in central gevernment tax revenues. The net contributien of Baleares and Madrid to the equalisation pool will be 
adjusted to reflect changes in the region’s tax revenues (excluding the effect of discretionary changes in regional 
taxes) er, if lower, national tax revenues. 
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Table 3. Regional governments' main tax resources before and after 2002 



Before 2002 


After 2002 


Personal income tax 


Regional governments were allowed to set tax rates 
and introduce tax credits over 15% of the personal 
income tax base with some limitations. In particular, the 
rates had to be maintained within a +/- 20% range of 
those set by the central government. They received a 
further 15% of personal income tax revenue collected 
within their jurisdiction but had no discretionary power 
over this share. 


Regional governments are allowed to set tax rates (the 
+/- 20% limit was removed but regional governments 
have to maintain a progressive schedule and the same 
number of brackets as the central government) over 
33% of the personal income tax base. They can also 
set tax credits and modify central government tax credit 
for the acquisition of a residence though with some 
limitations. 


Value added tax 


Regional governments had no share and no 
discretionary power over the VAT. 


Regional governments receive 35% of the revenues 
collected within their jurisdiction but have no 
discretionary power to set either the base or the rate. 


Wealth tax 


Regional governments received all the revenues and 
were allowed to set the exemption threshold, rates and 
to introduce specific tax reliefs, though with some 
limitations. 


Same as before 2002 except that restrictions on the 
level and progressivity of tax rates were removed. 


Inheritance and gift tax 


Regional governments could introduce tax allowances 
and credits. They could also set rates but with some 
limitations as regards their level and progressivity. 


Same as before except that restrictions on the level 
and progressivity of rates were abolished. 


Tax on wealth transfers and legal acts 


Regional governments received all the revenues and 
were allowed to set the rates and introduce tax credits, 
with some limitations. 


Same as before 2002 except that limits on the setting 
of rates were softened. 


Tax on gambling 


Regional governments received all the revenues and 
were allowed to set the taxable base and rates. 


Same as before 2002. 


Excise taxes on tobacco. 


, alcohol and mineral oil 


Regional governments had no share in, and no 
discretionary power over, excise taxes. 


Regional governments receive 40% of revenues 
collected within their jurisdiction but have no 
discretionary powers on the base or rates. 


Tax on retail sales of oil products 


This tax did not exist. 


Regional governments are allowed to piggyback on the 
central government excise tax, within certain limits. 


Tax on electricity 


Regional governments had no share in, and no 
discretionary power over this tax. 


Regional governments receive 100% of the revenues 
collected within their jurisdiction but have no discretion 
over the base or rates. 


Tax on certain means of transport 


Regional governments had no share in, and no 
discretionary power over this tax. 


Regional governments receive 100% of the revenues 
and can set the tax rates, with some limitations. 


Source: National authorities. 
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Figure 4. Tax revenue by government level 

In per cent of GDP 
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Source; OECD, National Accounts. 



25. The greater regional tax autonomy has not been fully exploited, likely reflecting the lack of tax 
data at the regional level as well as expectations that the financing arrangement will he revised. Regional 
governments have introduced various tax reliefs on the taxes on wealth and wealth transfers and four of 
them have introduced a tax on retail sales of oil products. They have, however, only marginally used their 
discretionary powers for the personal income tax which accounts for the lion’s share of the tax revenues 
over which they have discretion. So far, none has changed statutory rates and, though most of them have 
introduced or increased deductions associated with family or housing expenses, the revenue impact was 
tiny in most cases (Table 4). This may partly reflect the difficulties in estimating the potential revenue 
impact of any changes in marginal rates, since tax data are not fully available to regional governments to 
perform policy simulations, while the costs of introducing tax credits are much easier to assess. Long 
delays in publishing data on regional tax collection further reinforce this uncertainty and hinder the use of 
discretionary powers by the regions. The agreement between the central government and the regions 
reached in October 2004 has the potential to improve the situation, however. Another reason for the 
reluctance of the regions to use their tax powers is that the existing arrangement is under rising criticism. 
Regional governments may prefer to adopt a strategic wait-and-see attitude since any move could weaken 
their negotiating position should the arrangement be re -negotiated. 
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Table 4. The use of regional governments' discretionary powers for personal income tax 





Change in 
rate level or 
structure 
since 2002 


Revenue loss 






Special tax credits In 2004 






from regional 
changes In tax 
parameters in 
2002' (%) 


Family 


Housing 


Employment 


Environment/ 

culture 


Education 


Andalucia 


No 


0.0 


Yes 


Yes 


Yes 






Aragon 


No 


0.0 


Yes 










Asturias 


No 


0.0 


Yes 


Yes 


Yes 






Baleares 


No 


0.5 


Yes 


Yes 




Yes 




Canarias 


No 


0.0 








Yes 


Yes 


Cantabria 


No 


0.0 


Yes 










Castilla-La Mancha 


No 


0.7 












Castilla y Leon 


No 


0.5 


Yes 






Yes 




Cataluna 


No 


0.3 


Yes 


Yes 






Yes 


Comunidad 

Valenciana 


No 


0.6 


Yes 


Yes 




Yes 




Extremadura 


No 


3.3 


Yes 




Yes 


Yes 




Galicia 


No 


0.8 


Yes 


Yes 








Madrid 


No 


0.2 


Yes 


Yes 




Yes 




Murcia 


No 


0.3 


Yes 


Yes 




Yes 




La Rioja 


No 


0.8 


Yes 


Yes 









1 . Measured as the differences between actual and potential revenues (i.e. without any change in the tax parameters at the 
regional level) over the receipts deriving from the regional part of the personal income tax (33% of the tax rates). 

Source: Ministerio de Hacienda, Medidas normativas aprobadas por la comunidades de regimen comun en materia de tributes 
cedidos. 



There is not enough flexibility to account for demographic developments 

26. Although the new arrangement was conceived to be permanent, it has been increasingly 
questioned. Demographic variables used to derive the financing needs were those of 1999. Since then, 
however, immigration has risen rapidly and is concentrated in a few regions. In 2003, 68% of the foreign 
residents registered by municipalities ipadron) were living in four regions (Madrid, Comunidad 
Valenciana, Cataluna and Andalucia). Although the overall fiscal impact of immigrants is likely to be 
positive, it may not be so for all levels of government. In particular, the rise in social security 
contributions, accruing to the central government, accounts for most of the revenue gains from migration 
while the effect of migrants on public spending is concentrated on health care and education services (in 
particular for non-EU migrants) which are funded by regional governments (OECD, 2003b).'® As a result, 
some regions claim that their financial resources are insufficient to deliver proper education and health care 
services to which immigrants are entitled as soon as they are registered in the municipal padron. The 
arrangement does allow for some adjustment - the so-called asignaciones de nivelacidn - but only if a 
region’s population grows by more than 3 percentage points above the national average in one year. This 
condition is very restrictive, because it does not account for the accumulation of deviations over a longer 
period of time.'^ This adjustment mechanism is also asymmetric since it only leads to an upward 
adjustment for those regions with a growing population and no downward adjustment for those with a 
declining population. In addition, while the arrangement did take account of the age structure in 1999, no 
adjustment is envisaged afterwards while demographic developments may differ significantly from one 
region to another. 
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Financial arrangements are still subject to criticism 

27. Despite efforts to give prominence to objective needs criteria in designing the new financing 
arrangement, all regions are not treated equally. To reach an agreement with all regional governments, the 
central government had to guarantee that no region would lose from its implementation compared to the 
previous model - the so-called garantia de mmimos}^ Since similar guarantees were implemented in 
previous negotiations, initial misallocations were perpetuated. Likewise, when assessing the financial 
needs for those regions which had health care responsibilities transferred only in 2002, past actual costs 
have been accounted for, with some regions receiving significantly more, on a per capita basis, than others. 
Reaching final agreement with all regional governments also required special bilateral negotiations and 
adjustments (including convenios and contratos-programas) to the objective criteria, although information 
on the extra financial resources granted to the regions is not yet available.'^ Overall, while no region has 
lost from the implementation of the new arrangement — the amount of resources made available to them 
even increased — deviations from an objective criteria model are spurring demands for more central 
government financing and/or a higher share in national tax re venues. 

28. The specific financing arrangements for Pais Vasco and Navarra exacerbate demands for more 
regional tax autonomy in other regions and/or adjustment to the existing financing framework. Per capita 
incomes in both Pais Vasco and Navarra are among the highest in Spain. Yet, the Foral system (Box 4) 
entails that these two regions keep virtually all the taxes collected within their jurisdiction and do not 
contribute to the pooling of tax revenues at the central level. As a consequence, they do not participate in 
the regional equalisation system and their financial resources per inhabitant are above those of other rich 
but common regime regions, leading to claims by the latter that they are unfairly treated.^^ Extending the 
Eoral system to all regions would, however, reduce the resources flowing from rich to poor regions to a 
pittance and, thus, entail reconsidering two principles embodied in the Constitution: solidarity across 
regions and sufficiency in resources to finance the activities transferred to them. On the other hand, 
because Pais Vasco and Navarra are two relatively small regions (they accounted for 6.4% and 1.7% 
respectively of Spain’s GDP in 2003), extending the new financing system for common regime regions to 
them would not change drastically the contribution of rich regions to the equalisation pool. 



Box 4. Main features of the Foral system for Pais Vasco and Navarra 

While Pais Vasco and Navarra's spending responsibilities are broadly similar to those of any other Spanish 
region, their financing principles differ significantly: 

• Revenue-raising powers are much wider than in the 15 common regime regions. Pafs Vasco and Navarra 
are respcnsible for setting the tax rates and base, managing and collecting all taxes, except for customs 
duties and some excise taxes (VAT rates and exemptions are set by the central government but collected 
by the Pats Vasco and Navarra administration). They basically retain all tax revenues collected within their 
jurisdiction, although some arrangements between the central government and Pats Vasco and Navarra are 
in force tc share some revenues, e.g. for companies operating beth in Pats Vasco or Navarra and in another 
region or for VAT. 

• Intergovernmental transfers flow from Pafs Vasco or Navarra to the central government, contrasting with the 
situation in other regions which retain only a part of tax revenues collected within their jurisdiction. The 
so-called cupo, paid by Pats Vasco and Navarra to the central government, corresponds to the region’s 
payment for a few public services provided by the central government (mainly foreign affairs and defence, 
as well as debt amortisation). This level of contribution is defined by the ratic of Pafs Vasco and Navarra’s 
GDP to the national GDP. 
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29. Rich common regime regions are increasingly claiming that they are penalised hy financing 
arrangements. First, although there are no official price indices which would allow a comparison of price 
levels across regions, partial evidence suggests that the cost of providing services is higher in the richest 
regions. In particular, wages, construction and housing costs are higher (Carho Valverde, 2004). Since the 
financial resources made available to these regions are based on the number of residents without adjusting 
for differences in delivery costs, rich regions may not be in a position to provide comparable services to 
their citizens for the same amount of funding per capita. Adjusting for provision costs may, however, 
create serious disincentives to control costs, especially since public wages account for a large share of 
spending on core public services (such as education and health care). Second, the demand for some public 
services (e.g. health care or tertiary education) tends to increase with the level of income. It would, 
however, be difficult to justify economically and politically higher transfers for rich regions, especially 
since they do have significant revenue -raising powers. 

30. Aside from the equalisation schemes, the central government provides extra financial support to 
regional governments on a discretionary basis, though with a clear redistributive bias in a number of cases. 
The distribution of earmarked grants associated with bilateral agreements between the central government 
and individual regions as well as the distribution of central government investment across regions provides 
some evidence. A distributional bias in public investment in favour of low-income regions also exists in 
other OECD countries, in particular Japan. In Japan and Spain, however, rates of return on public 
infrastructure in the poorer regions tend to be low (Figure 5). It could thus be argued that it would be 
preferable to take decisions on the regional allocation of central government public investment purely on 
efficiency grounds while relying on more efficient instruments for the redistribution of income across 
regions (such as equalisation schemes) and/or across individuals (the tax and social security systems). De 
la Euente et al. (2003b) further suggest that increasing educational attainment in low-income regions would 
be more effective in reducing the productivity gap than infrastructure projects. 

Existing financial arrangements may make it difficult to cope with future spending pressures 

3 1 . The sustainability of the current financing model may be undermined over the long run because 
of ageing-related spending pressures. The two main components of regional governments’ resources - 
i.e. tax resources and central government transfers - are likely to grow broadly in line with GDP over the 
long term, although a slightly faster increase in revenues from consumption taxes in the coming years can 
be expected.^^ Pressures on regional governments’ spending on health and elderly care are, however, likely 
to be considerable, partly reflecting population ageing. Available estimates for a number of OECD 
countries that will experience a milder demographic shock and already have better developed facilities for 
the care of the elderly suggest that total health expenditure (including long-term care) related to ageing 
might increase by about 3% of GDP by 2050. 

32. The financing of this likely increase in regional spending is an important question. Requiring 
regions to use their revenue-raising powers to cover most of it would likely strengthen incentives to 
improve cost-efficiency. An increase in regional excise taxes could be envisaged, in particular because 
overall excise taxes on tobacco and oil products are low in Spain compared with most other EU countries. 
Still, the regional governments’ room for manoeuvre is currently limited and such environmental/health 
taxes may not be the best sub-national taxes.^"^ Since personal income tax is the main tax that can be 
changed, this would also imply a significant increase in taxes on labour. Negative consequences on the 
country’s economic performance and on the central government budget - a potential decline in working 
hours and employment and, thus, reduced social security contributions combined with higher social 
benefits to be paid should be of concem.^^ An increase in consumption taxes, which are mostly controlled 
at the central government level, would likely have a less adverse impact on the economy, but there is the 
risk that this would undermine the drive for cost-consciousness by the regions. 
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Figure 5. Regional distribution of central government investment and earmarked grants^ 
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1 . Central government investment for 1991-2000 and GDP for 1991-95 are both at constant prices. The return on 
investment is measured by the marginal rate of return on public investment in 1995, using the calculations of 
de la Fuente. Data for earmarked grants correspond to central government transfers in the form of specific 
transfers {subvenciones estatales, convenios and contratos programa) for 2001 . 

Source: Ministerio de Fomento (2003), “Estudio de la regionalizacion y provincializacidn de la inversion publica. Aho 2002”; 
A. de la Fuente (2001), "Infraestructuras y politica regional”, Centra de Recerca en Economia Internacional (CREI), Cataluha; 
INE; Ministerio de Economia y Flacienda and information provided by national authorities. 

Financing arrangements for local governments 

Local governments' taxing powers are wide,... 

33. Tax revenues accounted for more than half of local governments’ non-financial resources in 
2002, a high share hy international standards (Figure 6). Local governments also have significant 
discretionary powers, in particular the right to set the rate (within a range defined hy the central 
government) and to introduce specific tax relief for their own five taxes: real estate and local business 
taxes, the taxes on motor vehicles, construction and public works and on capital gains on land. The 2003 
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local government tax reform (Annex Al) exempted individuals carrying out professional activities and 
companies with a total turnover lower than € 1 million (over 90% of taxpayers) and compensated 
municipalities through grants and tax-sharing arrangements. The overall impact on local government 
taxing powers is, however, mixed and in any ease diffieult to assess at this early stage sinee small 
munieipalities have been given wider diseretion to set rates and large munieipalities now reeeive a share of 
VAT revenues, personal income tax and excise taxes collected within their jurisdiction, though with no 
right to set either the base or the rates. 



1 . Non-tax revenues include: operating surpluses of public entreprises controlled by sub-national governments; 

property income; fee, sales and fines; contributions to government employee pension funds and capital revenues. 
Source: IMF (2004), Government Finance Statistics Yearbook, 2003. 



. . . but some local taxes raise equity and efficiency issues 



addressed. To mitigate the potential perverse impact of a presumptive business tax on company creation, 
small and reeently-created eompanies were given special treatment. This has not only introduced new 
distortions and could spur tax avoidance. The introduction of the threshold has raised the complexity, 
though some simplification has also been made. Firms have incentives to exploit the progressivity of the 
corporate tax system by breaking up aetivity into multiple firms to keep their marginal tax rates low, 
although new rules attempt to avoid this.^® The real estate tax also raises important issues. Property values 
for tax purposes are well below market prices, because they are re-evaluated by the central government 
only about every deeade. In addition, revisions are not carried out simultaneously aeross the territory and 
this can create significant horizontal inequities across municipalities, calling into question the legitimacy of 
this tax base.^^ Partly as a result, municipalities have tended to introduce tax relief. This is reflected in a 
much lower ratio between actual and potential revenues for the real estate tax than for any other munieipal 
tax (Poveda Blanco and Sanchez Sanchez, 2002). Overall, proceeds from the real estate tax amounted to 
0.7% of GDP in 2002, a low share in international eomparison (Figure 7). 



Figure 6. Local government financial resources in seiected OECD countries 
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Figure 7. Recurrent taxes on immovable property in OECD countries 

Revenues in per cent of GDP, 2002^ 




1 . 2001 data for Portugal. 

2. Weighted average using 2000 GDP and PPPs. 

Source: OECD (2004), Revenue Statistics, 1965-2003. 

Managing flscal policy in a decentralised framework 
Decentralisation has been accompanied by fiscal consolidation 

35. Spain’s budgetary situation has been relatively good since the early 2000s, even though important 
pension reforms are necessary to maintain this situation in the long run (OECD 2005, chapter 5). The 
regional and local authorities’ debt has been low and slightly decreasing as a proportion of GDP, while that 
of central government is falling rapidly (Figure 8). This performance is considerably better than the euro 
area average and has been achieved within the context of increasing decentralisation. It is the result of a 
strategy in place since 1992, the thrust of which is twofold: on the one hand, close co-ordination between 
the fiscal consolidation policies of all levels of government so as to comply with commitments under the 
Maastricht Treaty and the Stability and Growth Pact and, on the other, the application of central 
government administrative controls on territorial authorities’ borrowing. 

36. The need to implement such a strategy became apparent with the worsening of the public 
accounts in the late 1980s and early 1990s, which mainly affected the budgets of the regions, whereas the 
economic situation was still favourable (Figure 9). This fiscal slippage seems to have been partly due to 
strategic behaviour, the regions underlining their growing resource needs in the context of the 
decentralisation process then under way (Garcia-Mila etal., 2001). It could not be prevented by the then 
existing mechanisms to guarantee the financial health of the territorial authorities. These mechanisms 
mainly involved limiting the authorities’ borrowing.^* To ensure Spain’s participation in monetary union, 
the authorities established in 1992 a system for co-ordinating the fiscal policies of the different authorities. 
Medium-term consolidation scenarios were drawn up so as to be consistent with the convergence plans for 
the country as a whole. The central authorities and regions, meeting in the framework of the Council for 
Fiscal and Financial Policy (CPFF), thus decided on the breakdown by level of government of the 
maximum deficit and debt consistent with national objectives. They did this on an individual basis for the 
regions and central government and on a global basis for the local authorities. These limits supplemented 
the administrative borrowing restrictions over which the CPFF also established closer control.^® Being 
based on a broad consensus, this fiscal policy co-ordination seems to have been essential in ensuring fiscal 
consolidation (Salinas Jimenez and Alvarez Garcia, 2002). In fact, the application of these plans brought a 
reduction in debt and deficit levels as of the mid-1990s, even if targets were overshot in some regions and, 
generally speaking, finances were less well controlled in the large towns than in the small municipalities 
(Monasterio-Escudero and Suarez-Pandiello, 2002). 
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Figure 8. Public debt by level of government 
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Source: Bank of Spain. 



Figure 9. Government financial balances 



% of GDP Per cent 




Source: Ministerio de Economia y Hacienda. 
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The new Fiscal Stability Law is designed to preserve fiscal discipline 

37. The desire to perpetuate the benefits of fiscal consolidation prompted the authorities to amend the 
co-ordination system hy adopting the Fiscal Stability Law (FSL). It was applied for the first time in 2003 
and established a uniform rule requiring that accounts at all levels of government be kept permanently in 
balance or in surplus (Box 5). The FSL tightened the restrictions on indebtedness requiring that 
indebtedness stabilises or falls, except for the purchase of financial assets since such operations do not 
affect the deficit, or when there are temporary occurrences of a deficit as stipulated by the law. In such 
cases, the territorial authorities are obliged to obtain central government authorisation for credit 
transactions, which first of all requires the approval of a consolidation plan. 



Box 5. The Fiscal Stability Law and the recent discussions to reform it 

The objective of the Fiscal Stability Law (FSL) is to maintain fiscal discipline at all levels of government by 
keeping the public accounts permanently in balance or in surplus.' 

This rule is incorporated in a multi-annual framework (the stability programme) to be consistent with the targets 
set at the beginning of each year and approved by Parliament. Its application is overseen by the Council for Fiscal and 
Financial Policy (CPFF), which consists of the central government Finance and Public Administration ministries and 
the representatives of the communities. The law does not rule out deficits. Flowever, that possibility is confined to 
temporary and exceptional situations and has to be properly justified. In the event of a deficit, a four-year action plan to 
improve the situation has to be submitted within 20 days and has also to be ratified by the CPFF, even if this deficit is 
of a cyclical nature. 

The FSL does not provide for any disciplinary action if the regions do not comply, unless failure to do so causes 
the Maastricht Treaty’s 3% deficit ceiling for government as a whole to be exceeded and thus results in Spain 
eventually having to pay a penalty. Compliance with fiscal discipline is nevertheless ensured by the supervision and 
mutual surveillance exercised by the central government and the regions within the CPFF. Also, if the fiscal stability 
targets are not met, borrowing by the Communities to ensure their financing has to have central government approval. 
The same authorisation is required for bond issues or loans in foreign currency. 

In June 2005, the government presented to the Senate broad guidelines for reforming the FSL in the context of 
the debate on the Stability Programme for the period 2006-08 and on the spending ceiling for the central government 
for 2006. The main changes considered in the Press Communique were as follows: 

• The state and sub-national governments would be allowed to post deficits during cyclical troughs but would 
be required to produce surpluses when activity is buoyant. Deficit would be allowed only when GDP growth 
falls below 2 %. For these administrations, however, the deficit should not be higher than 1 % of GDP at any 
time, with the following repartition: 0.75% of GDP for the regions, 0.20 % for the state and 0.05 % for the 
municipalities. The social security will not be covered by the rule; 

• The reformed FSL would allow an additional deficit for the general government of up to 0.5 % of GDP to 
finance approved multi-annual programmes of investment, with the following repartition: 0.25% of GDP for 
the regions, 0.20 % for the state and 0.05 % for the municipalities; 

• Once the annual overall fiscal target has been set and broken down between the state and the sub-national 
governments, individual fiscal targets for regional governments will be set through bilateral agreements. 

• Administrations not complying with the rule and recording a sizeable deficit will be required to present a 
plan, which will be published, aiming at restoring their financial equilibrium. Restrictions on indebtedness will 
also be tightened. 

1 . This rule also applies to public companies. During a transition period which is scheduled to end in 2012, the balance constraint 

imposed by the FSL applies to the consolidated sector of the State and social security. 



38. During its first year in operation, the FSL fulfilled its role of keeping the public accounts in 
balance, even if the local and regional authorities did record small deficits - respectively of 0.1% and 0.2% 
of GDP in 2003. Although the balance or surplus target was not met in 11 out of 17 regions, most of the 
deficits were reduced. Only two Communities, Comunidad Valenciana and Cataluna, which account for 
over 95% of the total regional deficit (Figure 10), were required to submit a plan to restore financial 
equilibrium by 2008. 
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Figure 10. Regional debt and deficits 
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Source: Intervencion General de la Administraclon del Estado (IGAE) and Bank of Spain. 



Recourse to a fiscal rule is appropriate... 



39. Recourse to a fiscal rule, such as the FSL, shows the authorities’ concern that all levels of 
government play an active role in maintaining sound public finances. In contrast with the situation in a 
number of federal OECD countries, the autonomous communities have not formulated their own fiscal 
rules for guaranteeing the financial viability of their public finances. The fact that central government has 
introduced a fiscal rule aimed at filling the vacuum seems preferable to a strategy relying solely on the 
financial markets to ensure fiscal discipline. Although the markets do make some distinction between the 
risk premiums on borrowing by the different regions, the differentials remain limited.^” This is no doubt 
due in part to the low level of regional debt, but it may also reflect that administrative authorisation is 
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required in order to borrow - a system which could well be seen as a tacit central government guarantee 
with respect to regional borrowing. It would probably be difficult to resist political pressure for a rescue 
plan in favour of an authority in serious financial difficulty. In the early 1980s, for example, there were 
financial rescue plans for municipalities (Monasterio-Escudero and Suarez-Pandiello, 2002).^* Eailure by 
central government to intervene in such circumstances could result in disruption in the provision of public 
services, equal access to which is guaranteed by the Constitution. 

... but the FSL’s excessive rigidity could have a destabilising macroeconomic effect... 

40. Another advantage of a fiscal rule is to reconcile fiscal discipline and co-ordination between the 
different levels of government. Prom that point of view, however, the PSL poses problems which the 
authorities have recognised. While it has the advantage of being both simple and easy to convey, the rule is 
nevertheless formulated in a rigid way. It does not allow for the effects of the economic situation on the 
public accounts, which could result in fiscal policy playing a destabilising pro-cyclical role. This is a 
problem that affects central government and the social security most, their revenue being closely linked to 
the economic situation.^^ However, it also affects the regions and large towns following the recent reform 
of the way they are financed, which has made their resources more sensitive to cyclical fluctuations, while 
the inertia of regional spending has been accentuated by the transfer of responsibility for health care. 
Having too rigid a framework makes it more difficult for the territorial authorities to manage investment 
programmes. Empirical work shows that capital expenditure was one of the main adjustment variables 
during periods of sluggish activity (Esteller-More et al., 2004) (Figure 11).^^ The application of the PSL 
could accentuate this feature, which is not desirable either for reasons of macroeconomic stabilisation or 
for reasons of effective project management. 



Figure 11. Government investment and the economic cycle' 
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1 . Break in series in 1 995 for investment. 
Source: INE and Bank of Spain. 
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... and to foster the growth of off-budget operations detrimental to transparency 

41. If the rule is seen as being too coercive, there is a risk that it will encourage the development of 
off-budget operations, which raises transparency problems and could call the rule’s credibility into 
question. The authorities’ only way to increase their borrowing to finance investment currently involves 
the acquisition of financial assets via capital transfers to public companies which are not covered in the 
general government accounts (Amor and Pou, 2004). However, such operations, which use the experience 
of the business sector in managing certain types of infrastructure and introduce greater competition in the 
provision of certain services, also appear to be driven by the desire to escape the borrowing constraints. 
This is suggested by the recent sharp increase in the debt of public companies controlled by the regions, a 
phenomenon which is also apparent - though to a lesser degree - in the case of the local authorities 
(Figure 12). What is more, the risks surrounding future trends in the deficit and the debt attaching to these 
transfers or to the various forms of partnerships with the private sector are not always systematically 
identified and quantified and this information is not contained in the budget documentation.^'* Such 
problems were identified for central government and led to an upward revision of spending in the 2004 
budget (OECD 2005, Chapter 2), but they also apply in much the same way to the sub-national 
governments, which nowadays account for two-thirds of total public investment.^^ 

Figure 12. Debt share of public enterprises 
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Greater transparency of the public accounts is needed 

42. The new government has announced its intention to remedy the ESL’s shortcomings and dealing, 
first of all, with the problems concerning the transparency of public sector activity as a whole. This will be 
done by improving the documentation of the central government budget so as to ensure for instance a 
better assessment of the future risks involved by investment programmes.^® Changes to the ESL have also 
been proposed to raise transparency, which are especially pertinent in the case of the regions whose 
accounts are available late and only in fragmented form.^^ 

The fiscal rule should be made more flexible. . . 

43. The government plans to increase the flexibility of the ESL by accounting for the cyclical 
conditions when setting fiscal targets for the general government. However, applying this principle, which 
seems a legitimate way of preventing fiscal policy from destabilising the economy, raises various practical 
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questions. The first of these concerns the level of government to which the new principle should apply. At 
present, the FSL requires that the accounts of all levels of government taken individually he kept in 
balance. Using a fiscal balance norm throughout the entire cycle is, however, not a feasible option 
authority by authority, including at local level, nor is it even necessarily desirable. Indeed, local 
authorities’ revenues are not very responsive to cyclical fluctuations.^* In the case of the social security, 
maintaining structural surpluses seems preferable to applying a fiscal balance rule, both for reasons of 
macroeconomic stabilisation and to strengthen the public finances to cope with ageing. 

. . . but this will require a pragmatic and transparent approach . . . 

44. Balancing budgets over the cycle would seem desirable in the case of central government and the 
regions taken as a whole,*^ for example by calculating structural balance indicators. Still, applying a 
structural fiscal balance rule to individual regions would raise practical problems. This is because the 
regions, especially the smallest ones, can be affected by specific shocks which may make their cyclical 
position asymmetric to that of the rest of the economy, and this is liable to affect their revenues 
(Figure 13). Small regions’ budgets can also quickly move into deficit because of large investment 
projects, as was the case in La Rioja in 2003 following the construction of a hospital. To overcome this 
difficulty, the authorities could consider applying a mechanism for sharing deficit and debt targets which 
would be set globally for all the regions, in much the same way as the co-ordination system worked 
between 1992 and 2002. This arrangement, which was based on a consensus as to the general objectives 
and a system of implicit sanctions linked to the borrowing constraint imposed by central government, 
appears to have been effective. To solve a similar problem, Austria experimented with a mechanism for 
trading deficit rights between territorial authorities, but the effectiveness of this system is not yet 
established."^® 

45. A second challenge is to avoid a weakening of the norm as a result of its increased complexity. If 
the new rule were insufficiently transparent, there could be opportunities for manipulation which would 
undermine its credibility; however, that risk could be limited by establishing clear mechanisms for 
assessing the cyclical position of the economy. A mechanical method of producing statistical estimates of 
the output gap could be used to guarantee the transparency of the calculation,"^' but a probably better 
solution would be to ask a group of experts, or an independent institution such as the central bank, to 
provide an estimate of the output gap by means of a detailed analysis. The effect of the business cycle on 
government accounts has also to be taken into account in a transparent manner by providing information 
on the tax revenue elasticities with respect to economic activity. In any case, it should be recognized that 
structural balances are difficult to estimate and need to be cross-checked using alternative approaches."'^ 

... which needs to balance the specific regional requirements and those of the whole country 

46. The debate about the flexibility of the fiscal rule at the regional level prompts questions as to the 
limits that should be set in this connection. In some respects, even if the effect of the business cycle were 
taken into account, a uniform fiscal balance rule could seem unnecessarily restrictive, bearing in mind the 
regions’ differing requirements stemming from their sizeable disparities in development. It might in that 
case seem preferable to resort to a golden rule and leave the regional governments more room to invest and 
borrow so as to build the infrastructure essential to their development. However, such an approach would 
to some extent call into question the co-ordination of fiscal policies. Also, making a distinction which 
attaches more importance to physical capital than to current spending looks debatable considering, for 
example, how effective a well-managed education system is as a way of bolstering human capital and 
economic growth. 



31 




ECOAVKP(2005)23 



Figure 13. Regional gap differences from the country average^ 

Per cent 





8 

6 

4 

2 

0 

-2 

-4 

-6 

-8 

8 

6 

4 

2 

0 

-2 

-4 

-6 

-8 




1 . Trend output is calculated via a Hodrick-Prescott filter. 
Source: Eurostat. 



47. Another point of view, however, holds that it is important not to underestimate the risks attaching 
to a fiscal rule which relates solely to budget balances and can therefore result in a steep and simultaneous 
rise in expenditure and taxation, even though up to now the sub-national authorities have apparently been 
reluctant to increase their taxes. This phenomenon was observed in Denmark, Finland and Sweden, where 
the territorial authorities have considerable independence with respect to direct taxation - as in Spain - but 
do not take account of the negative externalities that an increase in their tax pressure generates."^^ Risks of 
this sort would justify introducing an expenditure-capping mechanism, whereas at present the regions are 
free to decide whether to raise taxes or lower outlays to balance their accounts. Such constraints might be 
thought excessive in the case of Spain however; tax pressure is still relatively low and education and 
infrastructure are still lagging behind a little, while upward pressure on health spending will persist. 
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An agenda for further reform 

48. The rapid devolution of spending and revenue -raising responsibilities to the regions has not 
compromised fiscal consolidation. The current assignment of spending and tax responsibilities across 
levels of government and the intergovernmental transfer system provide opportunities to better meet local 
preferences and promote innovative policy approaches while maintaining policy consistency at the national 
level. However, reaping the full benefits of this decentralised framework would require the implementation 
of a number of reforms (Box 6 provides a synopsis). These reforms would contribute, in particular, to: 
avoiding the duplication of resources and containing the upward drift in public spending; promoting high 
quality public services; ensuring that the overall tax system does not create large distortions; and securing 
fiscal discipline while avoiding a pro-cyclical fiscal stance or an increase in off-budget operations. 

Box 6. Recommendations for improving fiscai relations across ieveis of government 
Develop information systems on sub-national government policies and performance 

• Promote the sharing of experience across sub-nationai governments. 

• Deveiop benchmarking for services provided by sub-nationai governments and make the resuits pubiic (for 
instance, waiting iists for hospitai care) so as to enabie iocai citizens to exert pressure on regionai governments 
to improve the cost-effectiveness of their actions. 

• Faciiitate sub-nationai governments' access to tax data on a timeiy basis so as to enabie them to introduce better 
informed tax poiicies. 

• Improve the transparency of sub-nationai government budgets and audit them by an independent body to avoid 
the expansion of off-budget operations through pubiic enterprises. 

Reform the rules governing public employment 

• Increase the flexibility of permanent job contracts in the public sector and of wage setting to better reflect local 
circumstances. 

Upgrade the financing framework for the regions 

• Take demographic developments better into account by softening the conditions for implementing the 
asignaciones de nivelacion when regions have experienced changes in total population since 1999. Population 
changes should be taken into account in a symmetric way. Announce well in advance how financing 
arrangements for the regions will respond to the likely increase in regional government spending stemming from 
population ageing. 

• Gradually correct existing deviations from the objective needs criteria when adjusting the regions' financial 
resources for developments not fully accounted for in the framework (in particular demographic developments 
and the fiscal consequences of ageing). 

• Relax the obligation for regional governments to spend a minimum amount on health care. Make the health 
cohesion fund more supportive of regional co-operative arrangements: the financial compensation received by 
providing regions should cover the full costs and be paid by the region of origin. 

• Avoid using earmarked grants or at a minimum increase transparency on the overall amount and criteria used to 
allocate them across regions. Reconsider undue regulations imposed on regional governments using earmarked 
grants, in particular for ALMPs. 

• Reduce the bias in favour of less developed regions in allotting central government investment. Consider using 
more effective instruments in supporting poor regions’ growth potential (such as education policies) and/or in 
redistributing income. 

Reform local government taxes and be prudent in transferring new spending responsibilities 

• Consider carefully the potential risks (losses of the benefit of scale economies and adverse spillover effects) 
which would result from the transfer of new responsibilities to the local sector before taking a decision. 

• Increase local governments’ reliance on the real estate tax. To this end, the land register should be upgraded so 
as to provide more homogeneous and up-to-date property tax values. 

• Abolish the local business tax. 

Enhance the flexibility of the fiscal rules 

• Amend the Budget Stability Law so as to account for the impact of cyclical developments on the central 
government and aggregate regional budgets. 

• Rely on the Council for Fiscal and Financial Policies to set fiscal targets for individual regions on the basis of 
individual medium-term scenarios. Regions overshooting their targets because of a significant structural deficit 
should still be required to present a medium-term adjustment plan. 
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Develop information systems on sub-national government policies and performance 

49. Consistent and timely information on policies implemented at the sub-national level and on their 
outcomes should be made widely available so as to promote the diffusion of best practice, facilitate 
co-ordination and promote competitive pressure and fiscal discipline. To play such a role, the collection 
and publication of the relevant information should be independent from the government to raise acceptance 
and credibility. 

50. A more systematic sharing of bad and successful experiments is desirable. In the past, 
conferences organised by the central government ministries have had a limited success in this regard, 
partly because regional governments’ decision to attend has often reflected political affiliation. The 
October 2004 meeting of regional and central governments, mostly devoted to the discussion of health care 
financing, is a notable exception in this regard. Efforts to improve co-ordination across and between levels 
of government should be further promoted and should be complemented by a greater use of benchmarking 
so as to better identify best practice. Benchmarking would also have the advantage of enhancing 
competitive pressures on sub-national governments - pressures which are less well developed in Spain 
than in several other OECD countries (in particular Switzerland and the United States) where citizens “vote 
with their feet” (geographic mobility is higher than in Spain) and/or voice their preferences through an 
extensive use of local referenda on policy matters. 

51. Benchmarking would require defining and publicising indicators, consistent for the whole 
territory, on regional and local public services so as to enable citizens to press their government to improve 
cost-effectiveness. In Spain, the new government is committed to improve the quality of information on 
public services, in particular with the creation of the National Quality Agency. The previous government 
also passed a Law on University Reform which created a new national agency to evaluate teaching and 
research activities of university departments and the Health and Consumption Ministry set up an agency 
for health quality in August 2003. However, the lack of resources for these new agencies and the new 
government’ s decision not to publish regional data for health care waiting lists seriously limit the potential 
benefits of these agencies’ work. Proper evaluation of regional ALMPs should also be implemented so as 
to ensure that they fully support the government’s objective of promoting employability. The Swiss system 
provides a valuable experiment, where benchmarking of regional labour offices has helped to identify best 
practice. Introducing financial incentives for the regions to improve the quality of ALMPs or transferring 
to them the financial responsibility for unemployment benefits could raise difficult political and equity 
concerns and should thus only be envisaged if the naming and shaming of the weakest performers did not 
suffice to lift average performance. 

52. Better information systems would facilitate the achievement of national objectives, the 
formulation of regional policies and the co-ordination across sub-national governments. The recent 
implementation of an integrated system for job demands and offers (SISPE) in all regions should facilitate 
adjustment in regional labour markets. It would also be useful for the central government when designing 
the National Vocational Training and Insertion Plan and for regional governments to implement it. A 
regular assessment of this new information system should be performed so as to ensure that it responds 
adequately to the evolving needs of both the regional and central authorities. Likewise in other sectors (in 
particular health and elderly care), existing facilities could be used more effectively, needs could be better 
identified and duplication could be avoided if better information were available. Regional governments 
should also be given sufficient access to tax data in a timely fashion not only to carry out policy 
simulations and implement better informed tax policies but also to fight tax avoidance. To this end, 
improved co-operation between the national tax administration and regional governments should be given 
priority over decentralisation of the tax administration, since it would both reduce information 
segmentation and contain tax collection costs. 
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53. Greater transparency of sub-national government accounts is also vital in view of the substantial 
increase in off-budget operations in recent years. It would also give some impetus to the complementary 
role played by financial markets in keeping the public finances in a sound condition by differentiating 
more between the borrowing conditions on the basis of their financial performance. There should be 
greater transparency in book-keeping between government and public enterprises, particularly in the 
framework of public-private partnerships. The expansion of such operations would probably be slowed by 
the removal of the present constraint prohibiting borrowing other than for the purpose of purchasing 
financial assets. Transparency should be assessed by an independent body so as to avoid credibility 
problems stemming from partisan approaches and make it easier to check the accounts of the regions. 
Lastly, efforts need to be made to reduce the long delays in publishing the detailed final accounts of all 
levels of government and to ensure the publication of quarterly accounts reflecting general government 
budget outturns on a consolidated basis consistent with the national accounts. 

Reform the rules governing public employment 

54. Reforming the rules governing public employment would contribute to avoiding the duplication 
of resources and to better adapting to changing needs for public services. To put an end to the upward drift 
in public employment, less reliance on life-long job contracts should be considered and barriers to mobility 
within the public sector scrapped, in line with recent developments in a number of OECD countries. Sub- 
national governments should be given more leeway in designing the work contracts of their employees and 
in setting wage levels so as to reflect local conditions better. 

Upgrade the financing framework for the regions 

55. The main principles underlying the new financing arrangement for the regions are sound but 
some adjustments are needed to make them sustainable in the face of demographic developments, in 
particular recent migration inflows as well as population ageing. In the absence of such adjustments, three 
risks could materialise: i) some regions will no longer be in a position to deliver the minimum national 
standards for core public services; ii) regions will increase regional taxes, resulting in a tax mix which is 
sub-optimal for the country as a whole and thus impinging on its growth performance; and Hi) the regions 
expect revisions to the model, do not raise taxes but rely on debt with the expectation to be bailed out by 
the central government. To avoid these risks, the central government should account for recent 
demographic developments, and in particular changes in population reflecting large migration flows into 
some regions, in adjusting central government transfers to, or from, the regions over time. This should be 
done by changing the Asignaciones de nivelacidn which are currently too strict and asymmetric - regions 
with a growth in population compared to 1999 should receive more central government transfers while 
those with a declining population should receive less. 

56. Although ageing has had little budgetary effect so far, its future effect should be recognised and 
accompanying changes in the regional financing arrangement should be announced well in advance so as 
to avoid putting its credibility at risk. Efficiency gains in the public sector may serve to finance part of the 
likely increase in regional spending on health and long-term care over the medium term. However, some 
increase in taxes seems difficult to avoid if spending for these items were to grow as much as projected. In 
this context, an important objective of the central government should be to contain the potential negative 
impact of a tax hike for the economy as a whole, while creating the right incentives at the regional level to 
control spending. An increase in excise and value-added taxes, which are relatively low, would likely be 
better than an increase in personal income tax (mainly falling on labour), which is the main tax regional 
governments can change. In distributing the proceeds from higher consumption tax rates across regional 
governments, two approaches could be implemented to keep regional governments cost conscious. The 
first one would be to assess ex-ante the amount of extra spending regional governments would have to 
finance and distribute this amount across them on the basis of a set of objective criteria, as opposed to 
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actual spending, so as to avoid moral hazard problems. This approach could well be implemented within 
the new financing arrangement for the regions by recognising future spending needs, and thus increased 
central government transfers, and by giving more weight to the old-age population in the current objective 
criteria distribution system. In the second approach, extra financing needs could be assessed ex-post, 
e.g. on the basis of the actual increase in the three “best-performing” regions. Under both scenarios, 
regional governments would have to finance any deviation from the benchmark or the ex-ante agreement 
from their own budget. While adjusting financial resources so as to account for the fiscal consequences of 
ageing or for recent demographic developments, care should also be taken to reduce existing regional 
disparities in financial resources, in particular those resulting from past recognition of historical costs or 
from the implementation of the garantia de mmimos. 

57. The design of several intergovernmental transfers and support programmes should be reviewed 
so as to promote cost-effectiveness before increasing the overall amount of financial resources for the 
regions. First, the obligation to spend a minimum amount on health care should be abolished since it 
reduces incentives to introduce cost-saving measures. Second, the health care Cohesion Fund should be 
reformed so as to encourage regional co-operation for hospital care services. To avoid duplication, or 
alternatively a too low supply of facilities, the financial compensation received by providing regions 
should reflect the full costs of treating non-residents and should be paid by the region of origin instead of 
the central government. Giving regional governments a choice between building their own facilities or 
buying services from other providers would, however, require redressing existing disparities in financial 
resources across regional governments. Third, the use of bilateral arrangements between the central 
government and individual regions associated with earmarked grants should be transparent and their 
distribution across regions based on objective criteria so as to avoid moral hazard and recurrent claims for 
more central government funds. Fourth, conditions imposed on regional governments using earmarked 
grants should be reconsidered, in particular for ALMPs {e.g. those regarding unit costs of training 
programmes and the prohibition of the regions from topping up central government money with their own 
resources). Fifth, the criteria for distributing central government investment across regions should be 
reviewed, giving more emphasis to those projects which support productivity gains most and leaving 
redistributive objectives to other more effective instruments (pure fiscal equalisation schemes or tax and 
welfare systems). 

Reform local government taxes and be prudent in transferring new spending responsibilities 

58. Based on economic considerations, the case for transferring new spending responsibilities to 
local governments is weak, but their financing could be improved. In the absence of a reform that will lead 
to the merger of small municipalities, the local supply of core public services will likely suffer from 
producing at a smaller scale and raise difficult spillover issues {e.g. how to ensure that local decisions on 
housing, education or employment policies are consistent with national objectives?). On the basis of 
current spending assignments, their revenue -raising capacity is sufficient. The local business tax (lAE), 
however, raises equity and efficiency issues. By abolishing the tax for the most affected companies, the 
2003 reform has eliminated some problems while creating other distortions. From this perspective, it 
would be desirable to reconsider the lAE. Increasing the real estate tax which is low by international 
standards could offset the loss in revenues, while maintaining sufficient revenue-raising powers to respond 
to local citizens’ preferences by adjusting rates over a wider tax base. Reform would probably need to be 
gradual since people are often particularly sensitive to changes in the real estate tax. It would also require 
more up-to-date, and thus fairer, property values for tax purposes. New Zealand’s approach in this domain 
could be an attractive model. The national property database was devolved to local governments in 1999. 
Councils are now responsible for assessing property values for tax purposes at least every third year and 
can outsource this task to Valuation Service Providers. Rules setting out valuation requirements are under 
the responsibility of the central government, whose main objective is to ensure a nationally consistent, 
impartial, independent and equitable valuation system. 
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Enhance the flexibility of the fiscal rules 

59. In recent years, fiscal discipline has been ensured at all levels of government. Recourse to a 
budgetary rule seems appropriate as it reconciles budgetary discipline and co-ordination between the 
different levels of government. However, the FSL has since 2003 required that the accounts of all levels of 
government taken individually be kept permanently in balance. This seems too rigid as it could lead to a 
pro-cyclical fiscal policy. The rule should be made more flexible to maintain a balanced budget over the 
cycle, even though some caution is warranted given the uncertainties concerning the cyclical adjustment of 
budget balances. Some pragmatism will be needed, but this approach would appear possible for central 
government and the regions as a whole. The authorities would be able to record deficits during cyclical 
troughs, but these would have to be offset by surpluses during periods of buoyant activity. For local 
authorities, on the other hand, there does not appear to be a need for change. The specific breakdown of the 
overall target between the different regions could be managed within the CPFF, as was the case between 
1992 and 2002. This collective surveillance system, based on medium-term scenarios for each region and 
monitoring of borrowing by the central government, seems to have been effective. This mechanism would 
strike the right balance between the specific requirements of the regions and those of the country as a 
whole. This would avoid having recourse to penalties, which are difficult to implement, as international 
experience shows. The regions should nevertheless continue to be obliged to present a medium-term fiscal 
adjustment plan if they appreciably overshoot their targets, which would clearly indicate a structural 
imbalance in their accounts. It would, however, be important to ensure that this new norm is imposed even- 
handedly on all the regions, whatever their size. It is also important to ensure that complying with a budget 
balance rule does not prompt a sharp rise in regional and local taxes, which has been an issue in some 
OFCD countries. 

60. The guidelines for reforming the Fiscal Stability Law (FSL) made public in June 2005 may serve 
to address the main drawback of the current FSL, namely the risk of a pro-cyclical fiscal stance. Most 
notably, the guidelines propose a pragmatic and simple approach to account for cyclical developments 
when setting fiscal targets. Still, some difficulties may arise should these guidelines be implemented. First, 
the overall fiscal target may not be ambitious enough since the proposed guidelines allow for a deficit, over 
the cycle, to finance investment. The deficit ceiling imposed on the regions also appears less ambitious 
than the one applied to the state. Second, giving a preferential treatment for infrastructure spending could 
create an undue bias against other spending items that may have a higher social rate of return, most notably 
education. This special treatment given to spending on infrastructure could further spur the use of 
accounting tricks. Third, although the growth rate of the economy should be accounted for when setting 
annual fiscal targets, the size of the gap may not be given sufficient consideration. Yet evidence in OECD 
countries suggests that fiscal outcomes depend at least as much on accumulated deviations from the 
potential growth path of the economy than on the annual growth rate. In addition, the 2% threshold for 
growth under which a deficit will be allowed seems somewhat arbitrary and not very binding in the 
medium-term perspective, given the expected weakening of potential output growth resulting from the 
ageing process. Furthermore, the new rule does not embody any specific mechanism imposing a surplus 
when the economy grows at a rate above potential. Fourth, individual fiscal targets for the regions would, 
according to the guidelines, be set through bilateral negotiations, as opposed to a collective surveillance 
system. This feature, if implemented, would harm transparency and reduce the role of peer pressure in 
enhancing fiscal discipline. 
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NOTES 



1. This paper was originally produced for the 2005 OECD Economic Survey of Spain, which was published in 
April 2005 under the authority of the Economic and Development Review Committee. The authors would 
like to acknowledge Pablo Antolin, Andrew Dean, Jorgen Elmeskov, David Grubb, Christopher Heady, 
Peter Hoeller and Vincenzo Spiezia for valuable comments on earlier drafts or for sharing their knowledge. 
The authors are also grateful to Isabelle Duong and Desney Erb for statistical assistance and to Sylvie 
Ricordeau for secretarial assistance. The paper has benefited from discussions with numerous Spanish 
experts in ministries and regional governments responsible for policy making in this area. 

2. In December 2004, the Pals Vasco Parliament approved a proposal calling for a quasi-independent status 
for Pals Vasco, based on the idea of a “free association” of separate nations, with the right to secede fully 
from Spain at a later stage. Discussions on this issue between the central and regional governments have 
started. The central government and the main political parties strongly oppose this project, which might 
lead to a serious institutional clash. 

3. The Catalan conservative party (CiU) played a pivotal role in Spanish politics between 1993 and 2000 
when it held the balance of power in parliament. The Popular Party won an absolute majority in the 2000 
general election. In the 2004 general elections, the Socialist Party did not win an absolute majority and 
depends on the support of regional parties. The Catalan Republican Left (ERC) has emerged as a 
significant force in regional politics and has become the fourth-biggest party. The upper chamber (the 
Senate), which has powers of amendment, has 208 directly elected members, with a further 5 1 designated 
by the regions. The government envisages a reform of the senate, which requires changing the 
Constitution, so as to give more power to the regions by transforming the Senate into a chamber 
representing the regions and/or by giving the regions the power to veto laws when they could affect their 
autonomy. The wisdom of going in this direction is open to question, at least on economic efficiency 
grounds. In Germany for instance the complicated mediation process between the Bundestag and the 
Lander chamber of Parliament (Bundesrat) has slowed and diluted the structural reform process. The 
OECD 2004 Economic Survey of Germany recommended to consider limiting the power of the Bundesrat 
to block federal legislation. 

4. Reducing income dispersion across regions will also require improving framework conditions, and in 
particular labour mobility, which are shaped to some extent by the assignment of spending and revenue- 
raising responsibilities across government levels. In particular, a well-functioning job-matching system and 
education policies, consistent active and passive labour market policies are all important ingredients. Eor 
further discussion on the forces shaping convergence across regions, see the special chapter “Regions at 
work” in the 2004 OECD Economic Survey of the euro area. 

5. The 2003 OECD Economic Survey of Spain contains an in-depth chapter on the economic impact of 
migration. 

6. The labour force survey (EPA) likely overestimates general government employment. As a share of total 
employment, it rose from 10% in 1980 to 15% in 2003, i.e. a level close to the OECD average. Cross- 
checking with national accounts data for the wage bill of the general government, however, reveals an 
apparent inconsistency with the data from the Registro (with surprisingly large movements in wages per 
capita and a high growth in public wages compared to the private sector). 

7. Under the 2004 norm, local and regional governments are not allowed to create permanent positions on a 
net basis. Up to 2004, all levels of government could replace only one in four retiring civil servants. 
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8. See the study Estudio comparative del salario del medico en Espafia (SIMEG, 2004). 

9. In Andalucia, Castilla-La Mancha and Extremadura, doctors are required to prescribe on the basis of active 
ingredients and patients are reimbursed on the basis of the least expensive pharmaceutical containing them. 
Cataluna has introduced an approach to hospital financing that provides incentives for efficiency and has 
been a leader in contracting out integrated management of services to private companies (Conference 
Board of Canada, 2004). Madrid and Comunidad Valenciana have defined maximum waiting times for 
specific specialised treatments and, once reached, patients are given free access to private health care 
centres. A system to control prescriptions of anti-inflammatory drugs developed in Andalucia has recently 
been extended to the whole of Spain. In the long-term care sector, there are also significant regional 
differences in approaches and services provided (Comas-Herrera et al., 2003). 

10. A consumer association (Organizacion de Consumidores y Usarios, OCU) has carried out valuable 
exercises to compare the price and quality of services across the country (including elderly and hospital 
care) but also recognises the difficulty of obtaining reliable information. 

11. Responsibility for managing training programmes for the employed was transferred to Cataluna in 1992, 
Comunidad Valenciana, Galicia and Andalucia in 1993, and to all remaining regions by 1999. 
Responsibility for training programmes for the unemployed and for placement services was transferred 
later and completed in the early 2000s (Alujas Ruiz, 2004). 

12. In Canada, the federal government maintains total control of the unemployment insurance benefits, but 
social assistance programmes fall nearly entirely under the control of provincial governments; the funding 
and the administrative responsibility for a portion of ALMPs were transferred from the federal government 
to most of the provinces in 1997 (Gray, 2003). On invalidity policies in Spain, see OECD (2003a). 

13. These estimates should be considered with caution, since larger municipalities tend to offer more services, 
resulting in higher average spending per capita. 

14. Recently, the Danish government announced a merger reform which is expected to reduce the number of 
municipalities from 271 to around 100 although the average size of a municipality is already about 
20 000 inhabitants. This reform is expected to deliver some efficiency gains but most certainly a higher 
quality of public services. 

15. Taxes on wealth and property transactions were until 1997 the main tax resources of regional governments 
and their base and rates were set by the central government. 

16. The net fiscal costs of immigration can also be high for a few medium-sized municipalities which receive a 
large number of illegal immigrants. They often have to provide food and urgent care to illegal immigrants 
arriving in poor health condition. The government has, however, announced the creation of a special fund 
for the most affected municipalities. 

17. As an illustration, using the main population variable (poblacidn protegida) when assessing the need of 
adjustment {asignaciones de nivelaciori), the population of Madrid region grew by 8.1% over the period 
1999-2002, compared with a 4.3% national average. 

18. According to Montero et al. (2004), extra-costs associated with this guarantee would amount to 
€ 844 million, i.e. about 2% of the total regional financing needs. 

19. Eor 2001, earmarked grants associated with bilateral agreements between the central government and 
individual regions (subvenciones, convenios and contratos programas) amounted to € 3.7 billion, i.e. over 
0.6% of GDP. 

20. According to the Ministry of Einance, the implementation of the new model resulted in a € 1.8 billion 
increase in financial resources for regional governments for the base year {i.e. 0.3% of GDP), discounting 
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the effect of the changes in spending assignments but excluding other specific transfers which may have 
been granted to reach an agreement (e.g. convenios and contratos programas). Montero et al. (2004) 
provide estimates of some of the negotiation costs (increase in transfers) incurred by the central 
government in reaching an agreement with the regions. 

21. The exception is the contribution of Foral regions to the Fondo de Compensacion Interterritorial, which 
finances infrastructure development projects in poor regions (i.e. those meeting the Objective 1 criteria for 
European Structural Funds). The overall amount of this fund is, however, small (less than € 1 billion in 
2003, /.e. 0.1% of GDP). 

22. For an in-depth discussion of these issues, see de la Fuente (2002), de la Fuente et al. (2003a) as well as 
Garcia-Mila and McGuire (1996). Alvarez Pinilla et al. (2003) also estimated rates of return on public 
infrastructure across Spanish regions. While recognising that estimates vary significantly along with the 
model used to compute rates of return, this work also shows that the rate of return is higher in richer 
regions. 

23. The elasticity of consumption taxes with respect to spending has been above unity since the early 1990s 
(Bouthevillain et al., 2001). One reason is the changing composition of the consumption basket from goods 
which are taxed at a reduced VAT rate towards semi-durable and luxury goods which are taxed at the 
standard rate. 

24. Regional governments can introduce a tax on retail sales of oil products up to 1 cent per litre. Granting 
more discretionary powers on environmental taxes to regional governments, however, raises two main 
issues. First, tax competition could be intense and benefit small and central jurisdictions (the case of 
Fuxembourg with low VAT and excise taxes on oil products and a very high share of non-residents’ 
consumption). Second, a conflict in objectives may arise since environmental taxes should primarily serve 
to reduce pollution. 

25. Rough calculations provide some illustration. Personal income tax revenues of the regions amounted to 
€ 14.5 billion in 2002, i.e. 2.1% of GDP. Were the regional governments responsible for financing only 
two thirds of the likely increase in health and long-term care spending over the next decades, a doubling of 
personal income tax revenues would be required. Ceteris paribus, this would entail at least a doubling of 
regional statutory rates. The top marginal tax rate (45% in 2003 when combining the central and regional 
government rates) would thus increase by over 16 percentage points. 

26. Goolsbee (2004) provides such evidence for the United States. 

27. To mitigate this bias, the tax law allows municipalities to adjust the tax base (i.e. property values as 
estimated by the register - Catastro) for the nine years following the revaluation. 

28. Up until 2003, the regions’ borrowing capacity was limited by capping the total debt service burden 
(interest plus capital) at 25% of current revenue. In addition, total local government debt could not exceed 
110% of current revenue and the authorities had to show positive saving to be able to borrow. If these 
conditions were not met, the territorial authorities had to obtain Ministry of Finance approval. The increase 
in current revenue prompted by decentralisation and the fall in interest rates resulted in the relaxation of the 
borrowing constraint on the part of the regions which had no debt when they came into being in the 
late 1970s. 

29. Up until 1992 the mechanisms for overseeing the borrowing rules, which in particular meant that 
borrowing could only be used to finance investment, were found wanting (Salinas Jimenez and Alvarez 
Garcia, 2002). 

30. According to Alcade Fradejas and Valles Gimenez (2002), certain differences between risk premiums 
based on the regions’ degree of indebtedness existed between 1990 and 1995. However, they were small. 
Recently, the rating differential between regions has been between A A- and AA-r. 
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31. In addition, the periodic renegotation of the regions’ financing models in the past also seems often to have 
provided an opportunity to help certain Communities faced with budgetary difficulties. 

32. The higher weight taken by corporate tax revenues in total central government resources after the 2002 
regional financing reform has no doubt reinforced the sensitivity of the central government revenues to the 
cyclical fluctuations of the economy. 

33. Between 1985 and 2003, the correlation between the output gap and the investment ratio of the regional 
and local authorities was stronger (0.62) than for central government (0.32). Similar empirical results have 
been found in other European countries such as Denmark (Borge et al., 2001). See also Monasterio- 
Escudero and Suarez-Pandiello (2002) for the case of Spain. 

34. Since the mid-1990s, investment by public/private partnerships has amounted to 6% of GDP. Such 
partnerships have in many cases been set up at regional level (IMP, 2004). 

35. Eurostat reported recently, for example, that consideration was being given to reinstating in the deficit of 
the Community of Madrid the transfers it had made to Mintra, the public company responsible for building 
the capital’s underground railway system. 

36. Clarification of the links between the public accounts presented on a budgetary basis and those drawn up 
using national accounts criteria is planned, bearing in mind the difficulties recently encountered in this area 
concerning both the central and also regional government, as in Cataluna. 

37. The most recent detailed information available for all individual regions relates to 2001 and it is difficult to 
obtain long time series of individual regional accounts on a national accounts basis. 

38. In view of the share of their revenues in GDP, which is 6%, a 1% decline in the output gap results in a 
cyclical budget deficit by the local government of less than 0.1% of GDP. 

39. The slight fiscal overrun in 2003, which many regional governments attributed to a problem with the 
financing of health spending, was no doubt also partly due to the cyclical downturn. As a rough guide, a 
1% rise of the output gap leads to a change in the cyclical fiscal balance by 0.1% to 0.2% of GDP for the 
regions as a whole. 

40. The experience of Austria in this domain does not appear yet very conclusive. It is likely that finding a 
proper compensation for the acquisition of a deficit right by a region may require some sort of political 
agreement with another region, which may not be very transparent. Also, developing a system of trading 
deficit rights could be more difficult in Spain because of the wide differences in size between the regions. 

41. In Switzerland, the output gap used in the budget procedure is calculated by the Hodrick-Prescott filter. 

42. Eor instance, it would be useful to ensure that the increase in public expenditure does not differ much from 
the trend growth rate of the economy in case where, initially, the budget is in structural equilibrium and no 
tax change is scheduled. 

43. An increase in direct taxation prompted by the territorial authorities reduces the incentives to work, to save 
and to grow. It also reduces the social insurance contributions and taxes received by central government 
and can result in higher spending on welfare. 
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ANNEX Al. 

RECENT REEORMS OE THE LOCAL GOVERNMENT EINANCING SYSTEM 



1 . The local government financing system was reformed in two steps, with some changes in local 
taxes in 2003 and a reformulation of central government grants in 2004. 

2. The 2003 reform made the local tax system more friendly towards small companies, 
employment, the environment and families. It also removed the specific limits on small municipalities’ 
taxing powers hy allowing them to set the rates within the same range as large municipalities. The main 
changes in local taxes are as follows: 

• The local business tax (lAE): i) small businesses (turnover less than € 1 million) - i.e. over 90% 
of taxpayers - are now exempt, while higher and progressive rates are imposed on larger ones;’ 
a ) the number of employees no longer forms part of the tax base and municipalities are given the 
opportunity to grant special tax relief to job-creating companies; Hi) newly-created companies are 
exempt for a 2-year period and pay only half of their tax liabilities for the next five years; 
iv) small municipalities can now vary the tax rates within a wider band, similar to that 
implemented for large municipalities. 

• Tax on immovable assets (IBI): i) municipalities can now differentiate rates according to the use 
of the property (commercial, industrial or residential); ii) they have more discretion to introduce 
tax relief for families with more than three children or for households using renewable energy 
sources. All municipalities now can set the tax rate within a range of 0.4% to 1.1% (small 
municipalities previously had to set rates within a narrower band). 

• Small municipalities have been given the same powers as large ones to set rates for the tax on 
motor vehicles, the tax on the increase in land prices and the tax on construction and public 
works. 

• Central government transfers to municipalities were reformed in 2004 and an asymmetric system 
has been introduced: Large municipalities (over 75 000 inhabitants) receive a share of the 
personal income tax (1.7%), VAT (1.8%) and excise taxes (2.1%) collected within their 
jurisdiction. These revenues substitute part of the unconditional grant. Small municipalities still 
receive transfers from the central government based on their needs (population and ability to pay) 
as well as their tax effort. The differentiation in weight given to the population index has, 
however, been adjusted to better reflect differences in obligations for service provision according 
to a municipality’ s size. A special regime was also introduced for municipalities classed as tourist 
centres. These will also be assigned a share of the fuel and tobacco excise tax collected within 
their boundaries (2.0%) to compensate for the specific costs associated with large inflows of 
tourists. 



NOTE 



1. The abolition of the local business tax for small companies reduced lAE revenues by € 900 million, i.e. by more 
than half (Sanchez Solino, 2003). Taking into account the increase in rates on large companies, the net losses for 
municipalities would amount to € 630 million. Since the tax paid is deductible from the personal or corporate 
income tax bases, the overall loss for public administrations would be lower - about € 410 million. On the other 
hand, tax liabilities of large companies have increased and are deductible from central government taxes, so that 
the net effect is difficult to evaluate. 
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